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FASB PROPOSALS ON STOCK OPTION 
EXPENSING 


THURSDAY, JULY 8, 2004 

House of Representatives, 

Committee on Energy and Commerce, 

Subcommittee on Commerce, Trade, 

and Consumer Protection, 

Washington, DC. 

The subcommittee met, pursuant to notice, at 1:35 p.m., in room 
2123, Rayburn House Office Building, Hon Cliff Stearns (chairman) 
presiding. 

Members present: Representatives Stearns, Shimkus, Shadegg, 
Bass, Terry, Ferguson, Issa, Barton (ex officio), Schakowsky, 
Towns, Brown, Stupak, Green, Strickland, Davis, and Dingell (ex 
officio). 

Staff present: David Cavicke, majority counsel; Chris Leahy, ma- 
jority counsel and policy coordinator; Brian McCullough, profes- 
sional staff, Will Carty, legislative clerk; and Consuela Washington, 
minority counsel. 

Mr. Stearns. Good afternoon. Today the subcommittee will con- 
vene and will consider what all of us believe are important ques- 
tions concerning accounting treatment of stock options. 

This hearing continues the bipartisan work we have done in this 
subcommittee to improve accounting standards. This work has in- 
cluded examination of restatements at Enron, Andersen, and 
Freddie Mac. It has also involved extensive oversight on mod- 
ernization of FASB and the process by which FASB makes its 
rules. 

I am pleased that FASB has acted on a number of our rec- 
ommendations, including closing loopholes on special purpose enti- 
ties and speeding up the process of decisionmaking. 

I want to also thank Ranking Member Jan Schakowsky, for her 
spirit of bipartisanship that has helped this subcommittee. I also 
would like to thank Chairman Barton for his leadership and for fa- 
cilitating this hearing, and Ranking Member John Dingell for his 
long leadership and vision on accounting issues. 

My colleagues, currently FASB provides that companies may ei- 
ther expense options provided to employees or disclose the expenses 
in footnotes. Now, companies that disclose the expense in footnotes 
do not reflect the expense in their reported earnings. About 575 
companies, mostly since the excesses of the 1990’s, have decided 
voluntarily to expense options. Now, these companies include Gen- 
eral Motors, Ford, Citigroup, Coca-Cola and Microsoft. The rest of 
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public companies that have options choose not to reflect their ex- 
pense as reported earnings. 

FASB is considering a rule change that would require companies 
to expense stock options, thereby informing investors of the effect 
of the options grants on earnings. This proposal would make GAAP 
consistent with international accounting standards which in Janu- 
ary will require the expensing of options. This proposal by FASB 
is controversial, we grant that, and members have legitimate views 
on both sides of this issue. 

The rule would cause stock options to be treated like other types 
of compensation paid to employees, including cash and stock, which 
expense is reflected in companies’ quarterly earnings. FASB’s pro- 
posal would also make GAAP consistent with the tax treatment of 
options. Currently, companies don’t have to report the expense of 
options to their shareholders but can deduct the cost of the same 
options on their taxes. I understand that Alan Greenspan, Paul 
Volcker, SEC Chairman Bill Donaldson, Treasury Secretary John 
Snow, and of course Warren Buffett support FASB’s position. 

Many of our leading technology companies who are represented 
here today oppose FASB’s position. They argue that options are dif- 
ficult to value and often expire worthless. As such, the options 
should not count as an expense. 

We learned from Baruch Lev in a previous hearing that all num- 
bers in accounting, be they accounting, account receivables, pension 
expense, or depreciation and amortization, are literally just esti- 
mates. 

There are rigorous means available for establishing the values of 
options. These means are used to tell senior executives the ex- 
pected value of their pay package. Companies also seem to have an 
easier time determining the value of options when they deduct 
them on their corporate taxes. 

My good colleague, Congressman Richard Baker, has introduced 
legislation, H.R. 3574, which would direct the SEC to prevent 
FASB from requiring the expensing of options. The Financial Serv- 
ices Committee has approved this legislation, although the bill has 
not yet — the committee has not yet filed the report. I expect our 
witnesses will discuss this bill today. I hope they will. 

There are two points that I would like to highlight for members 
of this subcommittee on this legislation. I am concerned that the 
legislation may effectively forbid the more than 575 companies that 
are voluntarily expensing options from doing so in the future. I 
want each of our witnesses to explain to us if this reading of this 
legislation is correct by me: If companies that are voluntarily ex- 
pensing options can no longer do so upon inaction of this legisla- 
tion, some of those 575 companies, wouldn’t they be in violation of 
GAAP? This violation could lead to a significant number of restate- 
ments of earnings for those companies. 

Regardless of your position, my colleagues, on the merits of this 
legislation, forced restatements are not a desirable outcome. Dur- 
ing questions, I will ask each witness to address the question of 
how the legislation affects those companies that are voluntarily ex- 
pensing their options. 

And second, my colleagues, the legislation provides that options 
granted to the top five executives in a company should be ex- 
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pensed. However, the legislation requires by statute that the vola- 
tility of these options be assumed to be zero. The central insight — 
the central insight of Fisher Black and Myron Scholes for which 
they won the Nobel Prize was that the value of options is deter- 
mined predominantly by their volatility. If volatility is required by 
statute to be zero, then the value of the options will likely be zero 
as well. Stock prices go up, they go down. That is volatility. I would 
like the witnesses to address the question of why assumed vola- 
tility of zero for options should be mandated by statute by this 
Congress. 

If this legislation moves to the floor, I would encourage Members 
on both sides of this issue to support amendments that I believe 
would cure those two defects. 

On the proposal by FASB, I recognize that expensing options in- 
volves estimating their value. Sometimes those estimates will be 
incorrect. Accounting statements are supposed to provide investors 
with the best current view of the assets and liabilities of a company 
at a particular time. Opponents of FASB are wanting to keep treat- 
ing options as though they are worthless in all situations. If they 
are worthless, people wouldn’t want them. So I prefer that we have 
financial statements that be approximately correct rather than 
completely wrong. 

So I look forward to the testimony. With that, the distinguished 
colleague, Ms. Schakowsky. 

Ms. Schakowsky. Thank you, Chairman Stearns, and I, too, ap- 
preciate your bipartisan approach to this committee’s work and for 
holding today’s hearing on one of the most important issues under 
our subcommittee’s jurisdiction, accounting standards. 

Ranking Member Dingell, your presence here signifies how im- 
portant accounting standards are to corporate responsibility, inves- 
tors, and pension holders, and our country’s economic well-being, 
especially since you took time out on your birthday to be here. So 
I want to wish you a very, very happy birthday. 

I also would like to welcome Congressman Rick White. I thank 
you for joining us to discuss FASB and the proposed rules that 
would require companies to expense all stock options issued to 
their employees. 

We know from the corporate scandals of the past few years that 
accurate and transparent accounting is vital to corporate account- 
ability and shareholder confidence. Yet, the accounting treatment 
of stock options allows corporations to continue to distort their true 
financial standing. Stock options make up 80 percent of compensa- 
tion packages for corporate managers. In 2003, CEO pay at 350 
major U.S. public companies averaged $8 million, with stock op- 
tions typically providing the largest compensation component. De- 
spite those facts, stock options are the only form of compensation 
that may be completely absent from corporate financial statements. 

The unique and unwarranted accounting treatment afforded 
stock option has fueled abuses linked to excessive executive pay, in- 
flated company earnings, dishonest accounting, and corporate mis- 
conduct. Nobel Prize winner Joseph Stiglitz believes that the ab- 
sence of stock option expensing requirements has, quote, played an 
important part in the spread of other financial chicanery, end 
quote, where corporate energy and creativity was, quote, directed 
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less and less into new products and services and more and more 
into new ways of maximizing executives’ gains at unwary investors’ 
expense. Unquote. 

A September 2002 report by a blue ribbon panel of the Con- 
ference Board found that the current accounting treatment of stock 
options helped foster a vicious cycle of increasing short-term pres- 
sures to manipulate earnings, to bolster stock price, so that those 
receiving options could cash in, take the money, and run. 

FASB’s proposed rule would remove these perverse incentives, 
and help bring transparency to corporate financial statements. In- 
vestors and pension plan managers want the kind of accurate fi- 
nancial information that FASB’s rule would provide. It would help 
them make informed investment decisions about retirement secu- 
rity. 

Since 2002, at least 576 corporations have decided that expens- 
ing options is a sound accounting practice that attracts investors 
and have voluntarily begun expensing the options that they grant 
all their employees. Yet, some of our colleagues are trying to pre- 
vent FASB’s proposed rule with H.R. 3574, the so-called Stock Op- 
tion Accounting Reform Act. If this bill is enacted, it would not only 
stop FASB’s rule but would in fact stop those nearly 600 corpora- 
tions from voluntarily providing an accurate accounting of their ex- 
penses. 

While it claims to be a compromise and would require the ex- 
pensing of options given to the top executive along with the four 
highest paid officers, it does so in a way that Warren Buffett de- 
scribes as, quote, mathematical lunacy, unquote. In fact, H.R. 3574 
is written so that the options would have no value and would be 
reported as a no cost expense. This is not a compromise but a give- 
away to corporations at the expense of investors. 

In the wake of Enron, Tyco, WorldCom, and other corporate 
scandals, this is the wrong message to be sending to all those work- 
ers and investors who lost their life savings and retirement secu- 
rity, and it is the wrong policy to pursue if we want to boost con- 
sumer confidence and improve our economy. 

Far too often Congress has weighed in at the behest of powerful 
special interests to back reforms like the expensing of stock op- 
tions. It is my hope that we have learned from the past and will 
let FASB do its job. 

I look forward to hearing the testimony of our witnesses, and I 
thank you, Mr. Chairman. 

Mr. Stearns. I thank the gentlelady. 

The full chairman of the Energy and Commerce Committee, Mr. 
Barton. 

Chairman Barton. Thank you, Mr. Chairman. I, too, want to ex- 
tend my best wishes to John Dingell on his birthday today. We had 
a little birthday party for him upstairs with the staff, and we ap- 
preciate him being in good cheer today and being here. 

I also want to welcome Rick, who used to be a member of this 
committee, and encourage Sherrod Brown and Bart Stupak to eat 
lots of ice cream and cake so they won’t be in good shape for to- 
night’s congressional baseball game which we are going to have out 
at the field at 7 o’clock. 
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Thank you, Mr. Chairman, for holding this hearing. It is a proper 
and appropriate exercise of the Energy and Commerce Committee’s 
jurisdiction. It is obvious that the Financial Accounting Standards 
Board proposed rules for stock option expensing is an issue that is 
clearly within the jurisdiction of the Energy and Commerce Com- 
mittee and within the meaning of the memorandum of under- 
standing that was reached between this committee and the Finan- 
cial Services Committee in January 2001. That MOU was a docu- 
ment that was negotiated by the Speaker’s office, former Chairman 
Tauzin, and Chairman Oxley to define the jurisdiction over the set- 
ting of accounting standards by the Financial Accounting Stand- 
ards Board. And I quote: This hearing follows 3 Zz years of subse- 
quent work in this area, including the historic hearings that this 
committee held on the collapse of Enron, the problems at 
WorldCom, and the general corporate scandals that we have had 
in the last 3 or 4 years. Those hearings were led by Chairman Tau- 
zin and led on the minority side by Congressman Dingell. The En- 
ergy and Commerce Committee is a committee that will get to the 
bottom of things, and we will exercise our jurisdiction in an area 
that we clearly have jurisdiction. 

Having said that, I think I need to comment on the record on 
some issues that are probably on a lot of people’s minds. The Fi- 
nancial Services Committee ordered H.R. 3574, the Stock Option 
Accounting Reform Act, out of their committee several weeks ago. 
I did not oppose that. I didn’t oppose obviously Mr. Baker, Con- 
gressman Baker, and Congressman Oxley and others reporting that 
bill. I did ask the Energy and Commerce majority staff to ensure 
that our committee’s jurisdiction be protected. Quite frankly, that 
is what committee chairmen are supposed to do, and that is cer- 
tainly something that Chairman Dingell did when he was chair- 
man of this full committee. 

When the House leadership announced last week that H.R. 3574 
would be on the floor this week, you know, I made a decision that 
we would cooperate — and I want to underline cooperate — with that 
bill going to the floor. I felt and continue to feel that the Energy 
and Commerce Committee should be entitled to a referral of the 
bill, and instructed our general counsel to go to the Parliamen- 
tarian and ask that it be referred. We also at the staff level 
touched base with the Rules Committee. The Parliamentarian did 
issue a ruling that had the Financial Services Committee reported 
their bill, had they actually filed their report, the Parliamentarian 
indicated that it would be referred to our committee. 

But I did tell the leadership that if we did get a referral, we 
would hold a hearing today, a legislative hearing today on the bill 
and would report the bill today so that it would be on the floor to- 
morrow. At no time did I indicate to the Speaker’s office, the major- 
ity leader’s office, the Rules Committee that this committee would 
in any way obstruct H.R. 3574 from being reported to the floor for 
an up or down vote by the House of Representatives. It was not my 
decision to not file the report by the Financial Services Committee. 
That is a decision that was made by that committee. 

So having said that, what we are doing today, since there is no 
bill, there is no committee report that has been filed by the Finan- 
cial Services, today’s hearing is not a legislative hearing, it is sim- 
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ply an information hearing, and I am very pleased that FASB and 
various private sector individuals are here so that we can have this 
hearing and get additional information on the record. 

There are substantial policy issues involved. Those issues need 
to be aired. The witnesses before us have a wealth of expertise and 
are very knowledgeable on the matters that are important in how 
we set these standards, if we set standards, on how stock options 
are to be expensed. We have asked the witnesses to share their 
views because they plainly have something to say, and I believe 
they deserve to be heard by this committee. 

The decision has been made on the bill that was reported out of 
Financial Services, 3574, to not file the report and not report it to 
the floor tomorrow. That is not the fault of this committee or of my 
responsibilities as chairman of the Energy and Commerce Com- 
mittee. I respect that decision if that is the decision that has been 
made, but in some ways I regret it because I too am concerned 
about the pending FASB proposal, and I want the head of FASB 
to understand that. 

I personally think that it is very difficult to value a stock option 
at the time it is granted. No one can predict with any degree of cer- 
tainty where the future is going to take the valuation of these com- 
panies. Sometimes the stock price will go up and the option will be- 
come extremely valuable. Other times, certainly in the last 3 or 4 
years, stock prices stagnate or decline precipitously and the options 
are worthless. I don’t think that we should mandate at the Federal 
level the expensing of options that turn out to be worthless. You 
know, I think you would set a value on something that can actually 
be put in the bank. If you give me a cash bonus of $1,000, it is 
worth $1,000. You know, there are ways to determine real value, 
but some sort of a guess about where the stock price might be at 
a date certain in the future is almost by definition going to be prov- 
en wrong. 

Financial analysts analyze companies for a living. They are very 
aware of the stock option grants that various companies give, the 
impact that they have or might have on earnings, and presumably 
these analysts have already discounted into the price of that com- 
pany’s stock whatever the dilution value is, if any, of those options. 
The question becomes that requiring mandatory expensing, will 
that in itself change the valuation of a company? If it does not af- 
fect the valuation of the company, what is gained? 

What is certain is that a change to the accounting standards that 
would require expensing would transform corporate governance 
and would change methods of compensation and possibly impact 
our international economic competitiveness. That is a very, very se- 
rious issue that needs to be seriously addressed. I hope that we can 
address some of those issues at the hearing today. I hope we can 
resolve these issues. 

If in fact it is a decision that needs to be made that we need to 
report a Federal initiative, a Federal bill on these issues, to the ex- 
tent this committee has jurisdiction we will work to report a re- 
sponsible bipartisan bill. 

I thank Chairman Stearns for holding the hearing. I look forward 
to listening to the witnesses, and I thank their attendance at to- 
day’s hearing. With that, I yield back the balance of my time. 
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Mr. Stearns. And I thank the chairman for his leadership. 

The gentleman from Michigan whose birthday is today that we 
all wish him the best wishes, Mr. Dingell. 

Mr. Dingell. Mr. Chairman, I thank you, and I commend you 
for holding this very important hearing. 

I want to say a word about my friend, Mr. Barton, the chairman 
of the full committee. First, thanks for his good wishes on my 
birthday. A day on the green side of the sun is quite an event in 
my life. I want to thank him for his kind comments. 

I also want to commend him for the courageous and energetic 
way in which he has dealt with this committee’s jurisdiction and 
the right of this committee to address matters within the long- 
standing jurisdiction of this committee over accounting, accounting 
standards, and the Financial Accounting Standards Board, FASB. 
I want to point out that I know that this is not always an easy 
task, and I want him to know that I am appreciative, as other 
members of this committee, of the rare and courageous way in 
which he has addressed this matter, and I want him to know of my 
appreciation. I thank you. 

I also want to address the exposure draft of FASB and the Baker 
bill. These two items, considered along with or against each other, 
are very significant issues that deserve the attention of this com- 
mittee and the public. This committee has been interested in the 
question of bad and dishonest accounting going back into the 1970’s 
when we first addressed the question of dishonest accounting in 
connection with the Penn Central bankruptcy. In that instance, the 
committee found that there was out and out lying in the account- 
ing, that the insiders inside the corporation got out of the stock, 
left it to the investors, walked away with hundreds of millions of 
dollars, and left the taxpayers with a bill for restructuring rail- 
roads in the northeast United States that cost the taxpayers over 
$7 billion. 

It is interesting to note that neither the ICC nor the Internal 
Revenue nor the shareholders nor the SEC nor the then ICC had 
the vaguest idea of what was happening, because the accountants 
had lied, and we were called upon to pony up huge sums of money 
on behalf of the taxpayers to address this problem. 

Since that time, you can look at the records of corporate failures, 
and you will find consistently that those records of corporate fail- 
ures are almost invariably bottomed on or have as a major partici- 
pating element dishonest, incompetent, and improper accounting. 
Tyco, AOL, WorldCom, Sunbeam, and of course Enron are splendid 
examples of how this can be done. 

Interestingly enough, the Europeans are beginning to move to- 
ward more responsible kinds of accounting in that they seek in 
their handling of these matters to see to it that the accountant tells 
everybody truthfully what the state of the corporation is so that in- 
vestors know, so that the corporate officers know, and so that the 
public knows the state of affairs in that corporation. 

It is to be observed here that the Congress seeks to take from 
FASB the authority to address the problem of responsible account- 
ing standards. 

I don’t know exactly what is going to be the result of this by the 
FASB, and I am willing to wait. I would note that the investigative 
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hearings chaired by our colleague Mr. Greenwood as to the causes 
and effects of Enron, WorldCom, HealthSouth, and other account- 
ing debacles, and the hearings chaired by you, Mr. Chairman 
Stearns, into the failings of U.S. accounting standards are so that 
faulty behavior in accounting has facilitated these debacles, and we 
are finding that there have been, amongst other things else, stock 
option abuses revealed, accounting standards riddled with loop- 
holes, audit failures, massive failures of corporate governance, 
amongst other things. 

We have directed FASB to fix the problems within its purview, 
such as special purpose entities, stock option accounting, and es- 
tablishing a framework for measuring financial and nonfinancial 
assets and unfair value. It is, after all, what accounting is about. 
And if you look at the accounting of other countries, you will find 
that other countries have seen their economies go south because 
the accounting in those countries is so bad. And, indeed, it is so 
bad that not only do the investors, the government not know the 
state of affairs of the accounting or the state of affairs of those cor- 
porations, but the owners and the operators and the high corporate 
officers of those corporations have handled those matters so poorly 
and they have been so diligent in lying to themselves and every- 
body else that nobody has the vaguest idea what in the name of 
common sense the situation might be. 

So fixing a situation of this sort so that finally the corporations 
are able to restructure themselves and come to a sound accounting 
and to a sound business state is almost impossible. 

We are here today because FASB issued an exposure draft re- 
questing public comment on a proposal to require that companies 
account for stock options as an expense using the fair value meth- 
od. More than 575 American companies have announced their in- 
tention to or have begun to voluntary expense their options at fair 
value. These corporations can do it. Why is it that others cannot? 

I would note that the comment period for FASB’s proposal ex- 
pired at the end of June. FASB is now in a months long stage of 
reviewing all comment letters, including public hearings, and re- 
deliberating and revising the proposed standard. This is a fair and 
an open process, one with which I agree and with which I think 
no one may take criticism. I cannot say today whether I support 
or disagree with the FASB standard since it is still in a state of 
flux. I do agree with the general principle, and I observe that it is 
required under international accounting standards by foreign com- 
petitors of the United States. 

As for the Baker bill, all I can say is: “What were they thinking?” 
I thought this country had seen enough phony accounting, and yet 
here we have before us a piece of legislation which sanctifies and 
indeed which endorses phony, false accounting. It also prohibits 
honest accounting by corporations that feel that this is in their best 
interest and in the interests of the shareholders. This is a clear 
case study in why Congress should not be in the business of writ- 
ing accounting standards. It decrees that the company shall count 
options as an expense for the five highest corporate executives but 
not for anybody else. A most curious decision. The bill prohibits 
voluntary expensing of options by the 575 companies that are cur- 
rently and voluntarily expensing their options. It mandates that 
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when a company is calculating the expense of options for the top 
five executives, it shall assume that the price volatility is zero. 

Has anybody looked at the different indexes in the securities 
markets? They will tell you clearly that volatility is never zero in 
the stock market. And they are saying then that it never moves up 
and it never moves down. If there ever was an Alice in Wonder- 
land, make believe world, we are seeing it here. 

There are other gems of wisdom before us. I ask unanimous con- 
sent to insert in the record FASB’s letter analyzing the bill in re- 
sponse to questions that I have posed. 

Mr. Stearns. By unanimous consent, so ordered. 

[The information referred to follows:] 

Financial Accounting Standards Board 

401 Merritt 7. P.O. Box 5116. Norwalk, Connecticut 06856-5116 I 203-847-0700 

Ext. 267 
Fax: 203-847-6030 
e-mail: rhherz@<asb.org 


ROBERT H HERZ 
Chairman 


VIA EMAIL 


June 22, 2004 

The Honorable John D. Dingell 
Ranking Member 

Committee on Energy and Commerce 
United States House of Representatives 
Washington, DC 20515-61 15 


Dear Representative Dingell: 

Thank you for your letter of June 18, 2004, that raises a number of questions concerning H.R. 
3574, the "Stock Option Accounting Reform Act” ("HR 3574”). 

The Financial Accounting Standards Board (“FASB” or “Board”) is an independent private- 
sector organization. Our independence from enterprises, auditors, and the federal 
government is fundamental to achieving our mission — to establish and improve standards of 
financial accounting and reporting for both public and private enterprises. Those standards 
are essential to the efficient functioning of the United States ("US”) economy because 
investors, creditors, and other consumers of financial reports rely heavily on credible, 
comparable, and unbiased information to make decisions. 

HR 3574 appears to address issues relating to the Board’s current project to improve the 
accounting for equity-based compensation. In connection with that project, in March of this 
year, the Board issued for public comment an Exposure Draft, Proposed Statement of 
Financial Accounting Standards, Share-Based Payment (“Proposal"). Following the end of 
the Proposal’s comment period in June, the Board plans to redeliberate, at public meetings, 
issues raised in response to the Proposal. Only after carefully evaluating the input at public 
meetings and potential improvements to the Proposal will the Board consider whether to 
issue a final standard. The Board’s current plans are to complete its redeliberations and be in 
a position to issue a final standard in the fourth quarter of this year. The attachment to this 
letter includes a brief summary of the project. 

Consistent with the FASB’s mission, our technical expertise is limited to financial 
accounting and reporting matters. We, therefore, do not have expertise relating to the US 
federal securities laws or statutory or legislative interpretation generally. Thus, the responses 
to your questions that follow are subject to that limitation. 
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1. What is the practical effect of this bill on accounting for stock options by (i) the 
top five executives at SEC-registered companies, (ii) other option recipients at 
SEC-registered companies, and (iii) option recipients at private companies? 

As explained below, the practical effect of HR 3574 on the accounting for stock options 
would appear to be that SEC-registered companies would be required to significantly 
understate the total amount of compensation cost relating to stock options in their 
financial reports. HR 3574, therefore, would appear to result in a distortion of those 
companies’ reported earnings, profitability, and other key financial metrics. 

HR 3574 would appear to prohibit the Securities and Exchange Commission (“SEC”) 
from recognizing any final standard (or any existing standard relating to the expensing of 
stock options) unless and until two conditions are met: (1) an economic impact study by 
the Secretary of Commerce and the Secretary of Labor has been completed, and (2) the 
standard prescribes exercise or other settlement date measurement for the options 
granted. 1 

HR 3574 also would appear to require that only stock options granted after December 31, 
2004, to the chief executive officer and the four other most highly compensated 
employees of certain SEC-registered companies be reported as a compensation expense 
in those companies’ financial reports. 2 Thus, if an SEC-registered company grants stock 
options to employees other than the top five executives, that compensation cost would not 
be reported in the company’s income statement. There, however, is no accounting or 
economic theory that would support such a result. As the Congressional Budget Office 
recently concluded in its analysis of the accounting for stock options, “If firms do not 
recognize as an expense the fair value of employee stock options, measured when the 
options are granted, the firms’ reported net income will be overstated.” 3 

XT / 

HR 3574 also would appear to require that for purposes of determining the fair value,of 
the stock options granted to the top five executives the assumed volatility of the 
underlying stock shall be zero. 4 It is generally accepted that a large part of a stock 
option’s fair value is the result of volatility of the underlying stock price. 5 Thus, if an 
SEC-registered company grants stock options to the top five executives, the amount of 


' HR 3574, the “Stock Option Accounting Reform Act,” 108' h Congress, 2d Session (as reported by the 
Committee on Financial Services), Section 3(a)(3). 

| FIR 3574, Section 2(m). 

/Congressional Budget Office, “Accounting for Employee Stock Options,” (April 2004), Section 2 of 3, 
[page 1 of 2, 

4 HR 3574, Section 2(m)(3)(B). 

i 5 Testimony of Robert C. Merton, before the Subcommittee on Capital Markets, Insurance and Government 
\ Sponsored Enterprises, United States House of Representatives, “Hearing on H.R. 3574, the Stock Option 
| Accounting Reform Act” (March 3, 2004), page 2 of 2. In general, the higher the volatility of the 
\underlying stock, the higher the option’s value will be — because of the greater chance that the market price 
^f the stock will rise above the strike price of the option before the term of the option expires. 
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that compensation cost reported in the company’s income statement would be 
significantly understated. 

A recent Washington Post editorial commented on the “top five executives” provisions of 
HR 3574, stating: 

The second problem with the bill is its illogical 
content. In the past, opponents of expensing options have 
claimed that the value of options is unknowable. But the 
House bill abandons that claim by requiring that companies 
include in their profit-and-loss statements the value of 
options for their top five executives. Having conceded that, 
however, the bill goes on to say that the cost of options 
granted to employees outside the top circle should be left 
out, implying that they cost nothing. But they do not cost 
nothing. In high-tech companies, which grant options 
generously to middle-ranking employees, the top five 
executives get only a small fraction of the total - less than 5 
percent in the case of Intel Corp. or Cisco Systems Inc. 

Moreover, the House bill stipulates that companies 
should use an unorthodox method for valuing options that 
minimizes their worth. If the bill became law, the options 
granted by Intel last year would force it to deduct a modest 
$3.5 million from its reported profit - compared with the 
hefty $991 million it would have to deduct under the 
proposed FASB reform. Cisco, for its part, could report 
$1.1 billion more in profit if the House bill passed. Small 
wonder that Intel and Cisco have led the lobbying charge in 
favor of the legislation. 6 

HR 3574 also would appear to exempt certain SEC-registered companies that are “small 
business issuers” from having to report any compensation expense for stock options 
granted. 7 Similarly, HR 3574 would appear to exempt certain SEC-registered companies 
from having to report any compensation expense for stock options granted to employees 
for three years after an “initial public offering.” 8 In both cases, to the extent that a 
qualifying SEC-registered company grants stock options to its employees, the amount of 
compensation cost would be understated in the company’s income statement. 

Finally, HR 3574 would not appear to address the accounting for stock options by private 
companies. Thus, those companies would continue to account for stock options under 


‘“High-Tech Holdup,” The Washington Post (tune 10, 2004), page A18. 

7 HR 3574, Section 2(m)(4)(A). 

8 HR 3574, Section 2(m)(4)(B). 
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existing accounting standards. Those standards (and the standards for SEC-registered 
companies) are proposed to be changed as a result of the FASB’s current project to 
improve the accounting for equity-based compensation. 

2. Ford Motor Company, General Motors, Citigroup, Microsoft Corporation, and 
more than 500 other companies, large and small, have voluntarily begun 
expensing stock options under the fair value method, and 1 commend them for 
doing so. Is it true, as I have been advised by counsel, that this bill, especially 
when read against Rule 4-01(a)(l) of Regulation S-X, would make it illegal for 
companies to continue to voluntarily expense stock options? 

As explained below, HR 3574 would appear to prohibit SEC-registered companies from 
continuing to voluntarily expense stock options. 

Rule 4-0 1(a)(1) of Regulation S-X states: 

Financial statements filed with the Commission 
which are not prepared in accordance with generally 
accepted accounting principles will be presumed to be 
misleading or inaccurate, despite footnote or other 
disclosures, unless the Commission has otherwise provided. 

As indicated above in response to Question 1 , HR 3574 would appear to prohibit the SEC 
from recognizing any accounting standard relating to the expensing of stock options 
unless and until two conditions are met: (1) an economic impact study by the Secretary 
of Commerce and the Secretary of Labor has been completed, and (2) the standard 
prescribes exercise or other settlement date measurement for the options granted. 

Existing accounting standards prescribe as the preferable method of accounting for 
employee stock options a grant date fair value measurement approach. 9 Those more than 
575 companies that have begun voluntarily expensing all employee stock options are 
required to. follow the preferable method, 10 That method does not encompass an exercise 
or other settlement date measurement approach as would appear to be required by HR 
3574. Thus, the existing voluntary expensing of all employee stock options would appear 
to be prohibited. 


5 Statement of Financial Accounting Standards No. 123, Accounting for Stock-Based Compensation 
(October 1995), paragraph II. 

10 Id.', Pat McConnell, Janet Pegg, Chris Senyek, and Dane Mott, “Accounting Issues: 576 Companies Have 
Voluntarily Adopted Option Expensing Under the Fair Value Method,” Bear Steams (April 29, 2004). 
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3. The bill provides that “the assumed volatility of the underlying stock shall be 
zero” under whatever pricing model is used. Is it true that this would allow 
companies to ignore reality and show near zero value for their option plans? 
Absent this provision, what economic considerations would determine the 
assumed volatility of the underlying stock? 

As explained below, the zero volatility assumption contained in HR 3574 would appear 
to require that SEC-registered companies significantly understate the stock option 
compensation costs for their top five executives. In some cases, the amount of the 
understatement would be 100 percent because the compensation cost would be zero. The 
Proposal provides guidance for determining the expected volatility of the underlying 
stock when determining the fair value of employee stock options. 

As indicated above, in response to Question 1 , HR 3574 would appear to require that for 
purposes of determining the fair value of the stock options granted to the top five 
executives the assumed volatility of the underlying stock shall be zero (often referred to 
as the “minimum value approach”). It is generally accepted that a large part of a stock 
option’s fair value is the result of volatility of the underlying stock price. Thus, if an 
SEC-registered company grants stock options to the top five executives, the amount of 
that compensation cost reported in the company’s income statement under the minimum 
value approach would be significantly understated. 

The minimum value approach of HR 3574 would also appear to permit companies to 
structure their employee stock option grants to ensure stock option compensation costs of 
zero. As demonstrated by University of Califomia-Berkeley, Haas School of Business, 
Professor Mark Rubinstein in the Journal of Derivatives, the minimum value approach 
can be easily manipulated to drive the reported value to zero or near zero. 11 This can be 
done by raising the exercise price and multiplying the number of options in order to 
maintain the real value of the grant while lowering its reported minimum value. 12 

The Proposal provides implementation guidance that illustrates the fair- value-based method 
of accounting for stock-based compensation arrangements with employees and elaborates on 
certain other aspects of the Proposal. 13 That guidance includes the following economic 
considerations and other factors to consider in estimating the expected volatility of the 
underlying stock for purposes of determining the fair value of an employee stock option: 

a. The term structure of the volatility of the share price over 
the most recent period that is generally commensurate 
with (1) the contractual term of the option if a lattice 


Mark Rubinstein, “On the Accounting Valuation of Employee Stock Options,” Journal of Derivatives, 
fall 1995, page 21. 
n Id. 

° Proposal, paragraph B 1 . 
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model is being used to estimate fair value or (2) the 
expected term of the option if a closed-form model is 
being used. 

b. The implied volatility of the share price determined from 
the market prices of traded options. Additionally, the 
term structure of the implied volatility of the share price 
over the most recent period that is generally 
commensurate with (1) the contractual term of the option 
if a lattice model is being used to estimate fair value or 
(2) the expected term of the option if a closed-form 
model is being used. 

c. For public companies, the length of time an entity’s 
shares have been publicly traded. If that period is shorter 
than the expected term of the option, the term structure of 
volatility for the longest period for which trading activity 
is available should be more relevant. A newly public 
entity also might consider the volatility of similar entities. 
A nonpublic entity that elects the fair-value-based 
method might base its expected volatility on the 
volatilities of entities that axe similar except for having 
publicly traded securities. 

d. The mean-reverting tendency of volatilities. For 
example, in computing historical volatility, an entity 
might disregard an identifiable period of time in which its 
share price was extraordinarily volatile because of a 
failed takeover bid or a major restructuring. Statistical 
models have been developed that take into account the 
mean-reverting tendency of volatilities. 

e. Appropriate and regular intervals for price observations. 
If an entity considers historical volatility or implied 
volatility in estimating expected volatility, it should use 
the intervals that are appropriate based on the facts and 
circumstances and provide the basis for a reasonable fair 
value estimate. For example, a publicly traded entity 
might use daily price observations, while a nonpublic 
entity with shares that occasionally change hands at 
negotiated prices might use monthly price observations. 

f. Corporate structure. An entity’s corporate structure may 
affect expected volatility. For instance, an entity with 
two distinctly different lines of business of approximately 
equal size may dispose of the one that was significantly 
less volatile and generated more cash than the other. In 



June 22, 2004 
Page 7 of 1 1 


15 


that situation, an entity would consider the effect of that 
disposition in its estimate of expected volatility, 14 

The Proposal’s Notice for Recipients includes six issues seeking additional input on the 
measurement issues raised by the Proposal, including whether “the Board should require a 
specific method of estimating expected volatility.” 15 The input received on those issues and 
all other issues will be carefully considered by the Board, consistent with the FASB’s Rules 
of Procedure, at public meetings prior to the issuance of any final standard. 

4. How do international accounting standards deal with accounting for stock options? 

As explained below, international accounting standards deal with the accounting for stock 
options in a manner that is substantially similar to the approach contained in the Proposal. 

In February 2004, the International Accounting Standards Board issued International 
Financial Reporting Standard 2, Share-based Payment (“IFRS 2”). IFRS 2, effective in 
2005, requires the expensing of all employee stock options based on a grant date fair value 
measurement approach that is similar in most respects to the approach contained in the 
Proposal. 16 It is expected that companies in over 90 countries around the world will begin 
applying IFRS 2 beginning January of next year. 

Similarly, in September 2003, the Canadian Accounting Standards Board issued Stock- 
Based Compensation and Other Stock-Based Payments, Section 3870 (“Section 3870”). 
Section 3870, effective in 2004, also requires the expensing of all equity-based 
compensation based on a grant date fair value measurement approach that is similar in most 
respects to the Proposal and IFRS 2. 17 

Of note, over 350 of the Canadian enterprises that implemented Section 3870, and hundreds 
of other foreign companies that will be soon implementing IFRS 2, are registrants under the 
US federal securities laws and, therefore, subject to the rules and regulations of the SEC. 


14 Proposal, paragraph B25 (footnote references omitted). 

15 Id., pages ii and Hi. 

1(1 Id., paragraph C48, 

17 Letter from Paul Cherry, FCA, Chair, Accounting Standards Board to The Honourable Michael G. 
Oxley, United States House of Representatives (May 7, 2004), page 1. 
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5. The Energy and Commerce conferees were appointed by the Speaker to the House- 
Senate conference committee for consideration of Sections 108 and 109 of the 
Sarbanes-Oxley Act of 2002 (SOX) which dealt with, among other things, the 
standards for Securities and Exchange Commission (SEC) recognition of 
“accounting standards established by a standard setting body” and the annual 
accounting support fee for that standard setting body, in order to strengthen the 
independence of FASB and the integrity of its standard setting process. I 
understand that these provisions have been implemented. What effect would this 
bill have on these sections of SOX and the rules implemented thereunder? 

As explained below, HR 3574 would appear to have results that are inconsistent with the 
language and intent of Sections 108 and 109 of the Sarbanes-Oxley Act of 2002 (“SOX”) 
and the related SEC actions implementing those provisions. 

The legislative history of SOX is clear that Sections 1 08 and 109 were intended to enhance 
the independence of the FASB to assist it in achieving its mission — to establish and 
improve standards of financial accounting and reporting for both public and private 
enterprises. 18 In implementing Sections 108 and 109 of SOX, the SEC, in April 2003, 
issued a Policy Statement. 19 The Policy Statement, consistent with the language and 
intent of SOX, reemphasizes the importance of the FASB’s independence: 

By virtue of today’s Commission determination, the 
FASB will continue its role as the preeminent accounting 
standard setter in the private sector. In performing this 
role, the FASB must use independent judgment in setting 
standards and should not be constrained in its exploration 
and discussion of issues. This is necessary to ensure that 
the standards developed are free from bias and have the 
maximum credibility in the business and investing 
communities. 20 

Section 108 of SOX also indicates that Congress intended that the Board act more 
promptly in making changes to accounting principles. 21 The Policy Statement, consistent 
with that view, stated that the Commission expects the FASB to “improve the timeliness 
with which it completes its projects.” 22 


,s Senate Report 107-205, 107 th Congress, 2d Session (July 3, 2002), page 13. 

19 “Policy Statement: Reaffirming the Status of the FASB as Designated Private-Sector Standard Setter,” 
Exchange Act Release Nos. 33-8221; 34-47743; JC-26028; FR-70 (April 28, 2003). 

20 Policy Statement, page 5 of 8. 

21 Sarbanes-Oxley Act of2002, Section 108(b)(l)(A)(iv). 

22 Policy Statement, page 4 of 8. 



June 22, 2004 
Page 9 of 11 


17 


Finally, Section 108 of SOX indicates that Congress supported the FASB’s ongoing efforts 
to promote “international convergence on high quality accounting standards.” 23 The Policy 
Statement contains nearly identical language. 24 

As indicated above in response to Question 1, HR 3574 would appear to prohibit the SEC 
from recognizing any FASB standard unless and until two conditions are met: (1) an 
economic impact study by the Secretary of Commerce and the Secretary of Labor has 
been completed, and (2) the standard prescribes exercise or other settlement date 
measurement for the options granted. The former condition suggests that the quality of 
financial accounting and reporting for stock options should be subjugated to the 
protection of certain specified public policy goals. The latter condition prescribes a 
measurement approach that is generally inconsistent with the measurement approach 
contained in (1) existing US accounting standards, (2) IFRS 2 and Section 3870, and (3) 
the Proposal. Mandating either condition through legislation appears inconsistent with 
the language and intent of SOX and the Policy Statement. 

Many preparers, auditors, and users of financial reports (including Members of the 
Congress and federal regulators) agree that HR 3574 is inconsistent with the language 
and intent of SOX and the Policy Statement because it would appear to weaken the 
independence of the FASB, harm the integrity of the standard-setting process, and have 
an adverse impact on achieving international convergence of high-quality accounting 
standards. 25 In recent testimony before Congress, The Honorable Paul A. Volcker, 
Chairman of the Trustees of the International Accounting Standards Committee 
Foundation, stated: 


I suggest that, before acting, Senators and 
Congressmen ask themselves two simple questions: 

“Do I really want to substitute my judgment on an 
important but highly technical accounting principle for the 
collective judgment of a body carefully constructed to 
assure professional integrity, relevant experience, and 
independence from parochial and political pressures?” 

“Have I taken into account the adverse impact of 
overruling FASB on the carefully constructed effort to meet 


23 Sarbanes-Oxley Act of 2002, Section 108(b)(I)(A)(v)- 

24 Policy Statement, page 4 of 8. 

25 Testimony of Robert H. Herz, Chairman, and George J. Batavick, Board Member, Financial Accounting 
Standards Board, before the Capital Markets, Insurance and Government Sponsored Enterprises 
Subcommittee of the Committee on Financial Services, hearing on “The FASB Stock Options Proposal: Its 
Effect on the U.S. Economy and Jobs” (May 4, 2004), Attachment 5. 
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the need, in a world of globalized finance, for a common 
set of international accounting standards?” 26 

6. What practical effect would this bill have on the issue of the setting of accounting 
standards by FASB with respect to accounting for stock options? In answering 
this question, do you believe that Section 5 of the bill has any practical effect? 

As explained below, the practical effect of HR 3574 would appear to be to delay the 
implementation of, and thereafter severely constrain the content of, any FASB accounting 
standard relating to expensing stock options. Section 5 of HR 3574 does not appear to 
obviate that result. 

Section 5 of HR 3574 states that “[njothing in this Act shall be construed to limit the 
authority over the setting of accounting principles by any accounting standard setting 
body whose principles are recognized by the Securities and Exchange Commission.” 

As indicated above in response to Question 5, the Policy Statement issued to implement 
Section 108 of SOX reaffirmed that the SEC would continue to recognize as “generally 
accepted” the accounting standards established by the FASB. 27 

Notwithstanding the provisions of Section 5 of HR 3574 and the Policy Statement, as 
indicated above in response to Question 1 , Section 3 of HR 3574 would appear to 
prohibit the SEC from recognizing any FASB accounting standard relating to the 
expensing of stock options unless and until two conditions are met: (1) an economic 
impact study by the Secretary of Commerce and the Secretary of Labor has been 
completed, and (2) the standard prescribes exercise or other settlement date measurement 
for the options granted. The latter condition prescribes a measurement approach that is 
generally inconsistent with the measurement approach contained in (1) existing US 
accounting standards, (2) IFRS 2 and Section 3870, and (3) the Proposal. 

Commenting on the practical effect of HR 3574, Robert Denham, Chairman and 
President of the Financial Accounting Foundation, the nonprofit corporation that appoints 
members of the FASB and oversees its process, stated: 

H.R. 3574 preempts and overrides the FASB’s 
ongoing effort to improve accounting for equity-based 
compensation through public due process. . . . Once 
Congress starts setting accounting standards through its 


26 Testimony ofThe Honorable Paul A. Volcker, before the Subcommittee on Financial Management, the 
Budget, and International Security of the Committee on Governmental Affairs, United States Senate, 
“Oversight Hearing on Expensing Stock Options: Supporting and Strengthening the Independence of the 
Financial Accounting Standards Board” (April 20, 2004), page 2 of 2. 

27 Policy Statement, page 5 of 8. 
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political process, the integrity of accounting standard 
setting in this country will be dangerously compromised. 

If enacted, H.R. 3574 would also severely impede 
the important ongoing efforts by the FAF and FASB to 
achieve international convergence of high-quality 
accounting standards. . . . Because the International 
Accounting Standards Board has recently issued a final 
standard requiring the recognition of compensation cost for 
the fair value of employee stock options, Congressional 
action would result in a major difference between US and 
international standards, thus undermining the movement 
toward international convergence previously encouraged by 
Congress in the Sarbanes-Oxley Act, by the Securities and 
Exchange Commission, and by many investors and other 
market participants. 28 

* * * * 

Thank you again for your letter and your long-time and continuing support of the 
independence of the FASB. If you have any further questions or comments, please feel 
free to contact me directly or our Washington, DC representative, Jeff Mahoney (703- 
243-9085). 

Yours Truly, 

4 /. 


Attachment 


28 Financial Accounting Foundation News Release, “Financial Accounting Foundation Chairman Responds 
to House Subcommittee’s Action on ‘The Stock Option Accounting Reform Act’”(May 17, 2004). 
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ATTACHMENT 


A BRIEF SUMMARY OF THE FINANCIAL ACCOUNTING STANDARDS 
BOARD’S PROJECT TO IMPROVE THE ACCOUNTING FOR EQUITY-BASED 

COMPENSATION 


Under existing United States (“US”) generally accepted accounting principles (“GAAP”), 
only stock options granted to employees that meet certain specified criteria (so-called 
fixed plan employee stock options) are not required to be reported as a compensation 
expense in the income statements of those companies that grant them. All other forms of 
employee compensation, including cash salaries, bonuses, fringe benefits, restricted 
stock, stock warrants, performance-based stock options, indexed-based stock options, and 
employee stock ownership plans, are, and have long been, required to be reported as an 
expense. Similarly, when stock-based grants of any form are issued to nonemployees for 
goods or services, they also are, and have long been, required to be reported as an 
expense. The exception for fixed plan employee stock options is clearly an anomaly in 
today’s financial accounting and reporting model in the US. 

In March 2003, at a public meeting, the Board decided by unanimous vote to add a 
project to its agenda to address issues relating to improving the accounting for equity- 
based compensation. The project was in response to the high level of public concern 
expressed by many individual and institutional investors, financial analysts, the major 
accounting firms, study groups such as the Conference Board Commission on Public 
Trust and Private Enterprise, and many other parties, including a number of Members of 
Congress, about the need to improve the accounting for equity-based compensation. 

More specifically, many expressed support for eliminating the fixed plan employee stock 
option anomaly. 

Many believe that the anomaly results in significant distortions in reporting of earnings, 
operating results, and operating cash flows of an enterprise — distortions that cannot be 
remedied solely by improvements in footnote disclosures. Others believe that the 
anomaly and related reporting distortions were a contributing factor to the stock market 
bubble, the severity of the subsequent crash, and some of the recent high-profile 
corporate reporting scandals and subsequent bankruptcies. 

Others believe that the anomaly encourages enterprises to issue an excessive amount of 
fixed plan employee stock options resulting in an opaque transfer of economic value from 
shareholders to employees. Some studies have shown that in order to maintain their 
stock price in the face of such dilution, companies expend large amounts of cash on stock 
buybacks that have absorbed much of their free cash flow. The result is that there is less 
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cash available for other purposes, such as research and development, employee training, 
or other corporate activities, which may be more beneficial to the long-term value of the 
company and its shareholders. 

Others, including prominent compensation experts, believe that the anomaly discourages 
companies from utilizing other forms of equity-based compensation that may be more 
beneficial to the long-term value of the company and its shareholders and that may have 
better incentive properties in terms of attracting, motivating, and retaining employees, 
than Fixed plan employee stock options. Examples often cited include performance-based 
options and restricted stock. 

The ultimate goal of the current FASB project on improving the accounting for equity- 
based compensation is to develop and put in place a standard that results in reporting that 
more faithfully reflects the underlying economic effects of equity-based compensation 
arrangements and that brings about greater comparability of reporting in this important 
area. The project also provides an opportunity to achieve greater international 
convergence of accounting standards, an objective the FASB has been encouraged to 
pursue by the Sarbanes-Oxley Act of 2002 (“Act”), the US Securities and Exchange 
Commission (“SEC”), and many other parties. 

On March 3 1 of this year, the Board issued, by unanimous vote, an Exposure Draft, 
Proposed Statement of Financial Accounting Standards, Share-Based Payment 
(“Proposal”). The Proposal is the result of an extensive public due process that began in 
November 2002 before the project was added to the Board’s agenda. That process 
included the issuance of a preliminary document for public comment, the review of over 
300 comment letters and over 130 unsolicited letters, the review of relevant research 
studies, consultation with our advisory councils and valuation and compensation experts, 
field visits, public and private discussions with hundreds of individuals, including users, 
auditors, and preparers of the financial reports of small businesses, and active 
deliberations at 38 public Board meetings at which the provisions of the Proposal were 
carefully developed with consideration given to all interested parties. 

Based on our extensive public due process to date, the Board believes that the Proposal 
would improve the financial reporting for equity-based compensation arrangements. We 
believe that by creating greater transparency, completeness, and a more level playing 
field in the accounting for different forms of equity-based compensation, the Proposal 
would enhance the comparability of reported results between enterprises that choose to 
compensate their employees in different ways. The Proposal would achieve that through 
a number of provisions, including by eliminating the existing anomaly for fixed plan 
employee stock options, which, as indicated above, are the only form of equity-based 
compensation that is not currently required to be reported as an expense in the financial 
statements. The Proposal also includes provisions that we believe would improve the 
transparency of the effects of equity-based compensation on reported cash flows. 


The Proposal reflects the view that all forms of equity-based compensation should be 
properly accounted for as such and that the existing anomaly for fixed plan employee 
stock options results in reporting that not only ignores the economic substance of those 
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transactions but also distorts reported earnings, profitability, and other key financial 
metrics. Thus, under current US GAAP, the greater the use of fixed plan employee stock 
options, the greater the distortion of reported results. In contrast, this distortion does not 
occur when enterprises use stock options, or similar instruments such as stock purchase 
warrants, for purposes other than compensating employees, for example, in acquiring 
goods or services or in financing or merger and acquisition transactions. In those cases, 
current US GAAP does require that stock options or warrants be valued and accounted 
for in the financial statements. 

The Proposal would bring about greater comparability between the over 575 companies 
that have voluntarily opted to account for the cost of employee stock options and many 
others that have elected not to do so. It also would be responsive to the growing number 
of companies, including major technology companies, whose shareholders by a majority 
vote have approved nonbinding proxy resolutions mandating expensing of all employee 
stock options. Management of a number of those companies has indicated that it is 
awaiting completion of our project in order to respond to the demands of its shareholders. 

The Proposal also would result in substantial convergence in the accounting for equity- 
based compensation between our standards and international accounting standards that 
will, beginning next year, be followed by companies in over 90 countries around the 
world. In addition, Canada, who often has followed the lead of the US in improving 
accounting standards, felt that it could not wait on this topic, and decided to mandate 
expensing of employee stock options beginning in January of this year. It is our 
understanding that implementation of their new standard has to date gone very smoothly. 

Finally, and most importantly, improvements in accounting for equity-based 
compensation can have economic consequences. More credible, comparable, and 
transparent financial information about equity-based compensation transactions can 
enhance the efficiency of capital allocation in our markets. Efficient allocation of capital 
is critical to our nation’s economy. 

The Board continues to actively seek input about the Proposal from interested parties. 

For example, the Board discussed the proposal with representatives of small businesses at 
the inaugural public meeting of our Small Business Advisory Committee on May 1 1 . 

The Board also plans to hold public roundtable meetings with valuation and 
compensation experts, and users, auditors, and preparers of financial reports in the 
coming days to discuss a broad range of issues about the Proposal. 

Following the end of the Proposal’s comment period in June, the Board plans to 
redeliberate, at public meetings, issues raised in response to the Proposal. Those 
redeliberations will include careful consideration of the ongoing input received from all 
interested parties. 

Only after carefully evaluating the input and potential improvements to the Proposal at 
public meetings will the Board consider whether to issue a final standard. The Board’s 
current plans are to complete its redeiiberations and be in a position to issue a final 
standard in the fourth quarter of this year. 
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Mr. Dingell. I thank you. I also ask unanimous consent that a 
fine op-ed article by Warren Buffett and a statement by FACTS, 
the Financial Accounting Coalition for Truthful Statements, which 
is a coalition of over 30 pension funds, consumer/investor groups, 
and labor unions who oppose this bill and support FASB’s proposal, 
also be inserted into the record. 

Mr. Stearns. By unanimous consent, so ordered. 

[The information referred to follows:] 

[Tuesday, July 6, 2004 — The Washington Post] 

Fuzzy Math And Stock Options 
By Warren Buffet 

Until now the record for mathematical lunacy by a legislative body has been held 
by the Indiana House of Representatives, which in 1897 decreed by a vote of 67 to 
0 that pi — the ratio of the circumference of a circle to its diameter — would no longer 
be 3.14159 but instead be 3.2. Indiana schoolchildren momentarily rejoiced over this 
simplification of their lives. But the Indiana Senate, composed of cooler heads, re- 
ferred the bill to the Committee for Temperance, and it eventually died. 

What brings this episode to mind is that the U.S. House of Representatives is 
about to consider a bill that, if passed, could cause the mathematical lunacy record 
to move east from Indiana. First, the bill decrees that a coveted form of corporate 
pay — stock options — be counted as an expense when these go to the chief executive 
and the other four highest-paid officers in a company, but be disregarded as an ex- 
pense when they are issued to other employees in the company. Second, the bill says 
that when a company is calculating the expense of the options issued to the mighty 
five, it shall assume that stock prices never fluctuate. 

Give the bill’s proponents an A for imagination — and for courting contributors — 
and a flat-out F for logic. 

All seven members of the Financial Accounting Standards Board, all four of the 
big accounting firms and legions of investment professionals say the two proposals 
are nonsense. Nevertheless, many House members wish to ignore these informed 
voices and make Congress the Supreme Accounting Authority. Indeed, the House 
bill directs the Securities and Exchange Commission to “not recognize as ‘generally 
accepted’ any accounting principle established by a standard setting body” that dis- 
agrees with the House about the treatment of options. 

The House’s anointment of itself as the ultimate scorekeeper for investors, it 
should be noted, comes from an institution that in its own affairs favors Enronesque 
accounting. Witness the fanciful “sunset” provisions that are used to meet legislative 
“scoring” requirements. Or regard the unified budget protocol, which applies a por- 
tion of annual Social Security receipts to reducing the stated budget deficit while 
ignoring the concomitant annual costs for benefit accruals. 

I have no objection to the granting of options. Companies should use whatever 
form of compensation best motivates employees — whether this be cash bonuses, 
trips to Hawaii, restricted stock grants or stock options. But aside from options, 
every other item of value given to employees is recorded as an expense. Can you 
imagine the derision that would be directed at a bill mandating that only five bo- 
nuses out of all those given to employees be expensed? Yet that is a true analogy 
to what the option bill is proposing. 

Equally nonsensical is a section in the bill requiring companies to assume, when 
they are valuing the options granted to the mighty five, that their stocks have zero 
volatility. I’ve been investing for 62 years and have yet to meet a stock that doesn’t 
fluctuate. The only reason for making such an Alice-in- Wonderland assumption is 
to significantly understate the value of the few options that the House wants count- 
ed. This undervaluation, in turn, enables chief executives to lie about what they are 
truly being paid and to overstate the earnings of the companies they run. 

Some people contend that options cannot be precisely valued. So what? Estimates 
pervade accounting. Who knows with precision what the useful life of software, a 
corporate jet or a machine tool will be? Pension costs, moreover, are even fuzzier, 
because they require estimates of future mortality rates, pay increases and invest- 
ment earnings. These guesses are almost invariably wrong, often substantially so. 
But the inherent uncertainties involved do not excuse companies from making their 
best estimate of these, or any other, expenses. Legislators should remember that it 
is better to be approximately right than precisely wrong. 

If the House should ignore this logic and legislate that what is an expense for 
five is not an expense for thousands, there is reason to believe that the Senate — 
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like the Indiana Senate 107 years ago — will prevent this folly from becoming law. 
Sen. Richard Shelby (R-Ala.), chairman of the Senate Banking Committee, has firm- 
ly declared that accounting rules should be set by accountants, not by legislators. 

Even so, House members who wish to escape the scorn of historians should render 
the Senate’s task moot by killing the bill themselves. Or if they are absolutely deter- 
mined to meddle with reality, they could attack the obesity problem by declaring 
that henceforth it will take 24 ounces to make a pound. If even that friendly stand- 
ard seems unbearable to their constituents, they can exempt all but the fattest five 
in each congressional district from any measurement of weight. 

In the late 1990s, too many managers found it easier to increase “profits” by ac- 
counting maneuvers than by operational excellence. But just as the schoolchildren 
of Indiana learned to work with honest math, so can option-issuing chief executives 
learn to live with honest accounting. It’s high time they step up to that job. 

The writer is chief executive officer of Berkshire Hathaway Inc., a diversified 
holding company, and a director of The Washington Post Co., which has an invest- 
ment in Berkshire Hathaway. 

Copyright 2004 The Washington Post 

FACTS 

Financial Accounting Coalition for Truthful Statements 


Contact: Elizabeth Fender 

917-670-1427 

elizfender@yahoo.com 


FOR IMMEDIATE RELEASE 

COALITION CALLS ON CONGRESS TO ALLOW FASB TO ISSUE RULE ON 
EXPENSING STOCK OPTIONS 

Washington D.C., May 19, 2004 — The Financial Accounting Coalition for Truthful Statements 
(FACTS) released a statement today asking Congress to stay out of the Financial Accounting 
Standards Board’s process for considering a proposed rule requiring companies to expense ail 
stock options. FACTS is a broad coalition of 30 pension funds, consumer/investor groups and 
labor unions advocating fairness and transparency in financial reporting. (See attached Statement 
for list of members.) 

FACTS, which represents millions of Americans, agrees that stock option compensation is a real 
expense that appropriately should be included on corporate income statements, not hidden in 
footnotes to financial statements. The group’s spokesperson, Liz Fender, commented that 
“Congress interfered with FASB about 10 years ago and with all of the recent events that have 
shaken the public’s trust in the financial markets, we are surprised that they are once again 
contemplating such a move.” 

The coalition believes that accounting rules are best decided not by Congress but by FASB, an 
independent body charged with setting accounting standards. FASB has the expertise to fully 
evaluate accounting issues. It has an open, independent process for considering new accounting 
standards. 

Less than two years have passed since the Sarbanes-Oxley Act of 2002 established a mechanism 
ensuring that FASB would be independently funded and free from any pressures from special 
interest groups. HR 3574/S. 1 890, “The Stock Option Accounting Reform Act,” undermines this 
important reform by allowing Congress to succumb to pressure from special interests and 
override FASB’s independence. 
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FACTS 

Financial Accounting Coalition for Truthful Statements 


OPPOSE H.R. 3574/S. 1890-OBJECTIVITY, NOT POLITICS. 
SHOULD DETERMINE STOCK OPTIONS REPORTING 


• We speak for the millions of ordinary Americans who want fairness and accuracy in financial reporting 
about corporate performance. 

• Many that we represent have already lost confidence in companies that have violated or manipulated 
accounting requirements, if the Congress sides with special interests to interfere with improving standards, 
their confidence will be further shaken. 

• H.R, 3574/S. 1890, “The Stock Option Accounting Reform Act,” would establish the dangerous precedent 
of Congress intervening to substitute special interest provisions in place of standards that are set 
independently and objectively to achieve accurate and transparent financial reporting. 

• H.R. 3574/S. 1 890 would inject Congress directly into the accounting standard-setting process by mandating 
which stock compensation should be expensed and by what methodology, as well as establishing special 
exemptions for small businesses. Nothing could be farther from the independence for FASB to set 
accounting standards that Congress established in the Sarbanes-Oxley Act. 

• FASB’s role is to insure that companies provide transparency and accuracy in accounting standards. FASB 
designs the ruler. It is for others to decide what to do with the measurements. 

• Stock option compensation is a real expense. Excluding stock options distorts reported earnings and 
misleads the public about true financial performance of companies. Excluding stock options also invites 
excessive executive compensation, to the detriment of shareholders, and employees. 

• Growing numbers of shareholder’s proposals are being adopted calling for expensing of stock-option 
compensation and hundreds of firms from all sectors of the economy have begun to voluntarily expense. 

• Now is the time to say "no" to the special interest plea for distorted financial reporting and "yes" to the 
independent and objective process by which FASB determines the most accurate methods available to give 
information to the public. 
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FINANCIAL ACCOUNTING COALITION FOR TRUTHFUL STATEMENTS 

(FACTS) 


Amalgamated Bank 

American Federation of Labor and Congress of Industrial Organizations 
American Federation of State, County and Municipal Employees 
Bricklayers & Trowel Trades International Pension Fund 
Building Trades United Pension Trust Fund 
Carpenters Local Unions and Councils Pension Fund 
Central Laborers 

CFA Institute (formerly the Association for Investment Management and Research) 
Citizen Works 

Coalition to Stop Stock Options 

Consumer Action 

Council of Institutional Investors 

CWA/ITU Negotiated Pension Plan 

Florida State Board of Administration 

City of Hartford Municipal Employees Retirement Fund 

Hermes Pensions Management Ltd. 

International Brotherhood of Teamsters 

International Corporate Governance Network (ICGN) Accounting and Auditing Practices 
Committee 

Iowa Public Employees Retirement Systems 

The Jeffrey Company 

Lawndale Capital Management LLC 

Missouri State Employees Retirement System 

Montana Board of Investments 

New Hampshire Retirement System 

New Jersey Division of Investment 

New York State and Local Retirement Systems 

Ohio Highway Patrol Retirement System 

Ohio Police and Fire Pension Fund 

Ohio Public Employees Deferred Compensation Program 

Ohio Public Employees Retirement System 

School Employees Retirement System of Ohio 

State Teachers Retirement System of Ohio 

Sacramento County Employees Retirement System 

TIAA-CREF 

UNITE Laundry & Dry Cleaning Workers Pension Fund 

UNITE National Retirement Fund 

UNITE Textile Workers Pension Fund 

U.S. Public Interest Research Group 

Universities Superannuation Scheme 

State of Wisconsin Investment Board 


(in formation) 
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Mr. Dingell. Mr. Chairman, in closing, I look forward to hearing 
the testimony of FASB, of GAO, and our high tech witnesses this 
afternoon. I am not opposed to trying to find a fair and reasonable 
way to address the tech industry’s concerns with the FASB pro- 
posal. I ask only that at least at this time we consider that we do 
not fully understand what the virtues and vices of this are, nor 
have we heard from everybody who wishes to be heard, nor has a 
fair and open process been permitted to come to a proper conclu- 
sion. 

It is clear to me that the Baker bill is not the answer. It is equal- 
ly clear to me that it is irresponsible and improper meddling in a 
process which is too important to be tinkered around with by an 
uninformed and ignorant Congress that doesn’t understand highly 
technical questions of this kind. 

I thank you and yield back the balance of my time. 

Mr. Stearns. And I thank the gentleman. 

Mr. Ferguson? Okay. Mr. Stupak? 

Mr. Stupak. Mr. Chairman, thank you. I would also like to com- 
mend Chairman Barton for his strong defense of the committee’s 
jurisdiction over the issue before us today. The Energy and Com- 
merce Committee has a long jurisdictional history over accounting 
standards and the Financial Accounting Standards Board. It is 
highly appropriate that we are holding this hearing, and I com- 
mend the chairman’s leadership and the subcommittee chair for 
holding this hearing. 

Today’s hearing will clarify the need for the expensing of stock 
options, the need to keep FASB free from political and business in- 
terference, and the very real problems with H.R. 3574, the bill re- 
cently voted out of the Financial Services Committee, that would 
block the FASB proposal. 

H.R. 3574 is evidence of exactly why Congress should leave ac- 
counting standards to the experts. Politicians are not accountants. 
Politicians should leave the rules of balancing the books to the ex- 
perts. We can’t balance our own books. Under this Congress, the 
United States has a debt of at least $7.1 trillion, and we will run 
a deficit of at least $521 billion. 

For over 30 years we have trusted FASB to set accounting and 
reporting standards for private and public companies. Congress 
interfered once in that independence in 1993 when it pressured 
FASB to not implement a stock option expensing plan then. Had 
we not made that mistake, perhaps some of the excesses of the late 
1990’s could have been avoided. 

Frankly, I think a few companies are trying to generate con- 
troversy by making red herring arguments about the FASB pro- 
posal. But a consensus among financial experts, accounting experts 
and consumer advocates is that the FASB proposal is needed. Fed- 
eral Reserve Chairman Alan Greenspan, Treasury Secretary John 
Snow, SEC Chairman William Donaldson, Warren Buffett, and the 
big four accounting firms all support expensing of stock options. 
Over 500 companies already expense stock options voluntarily. And 
the International Standards Accounting Board, whose standards af- 
fect 90 countries, will require the expensing of stock options in 
2005. Canada already requires it. Stock option expensing is not 
controversial. It is long overdue. 
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Finally, I would like to conclude by saying that H.R. 3574 is a 
deeply flawed bill. First, it applies expensing of stock options only 
to the CEO and the four other highest paid executives in the com- 
pany, and the bill sets up a method of valuing those executives’ op- 
tions that doesn’t make sense. When calculating the value of those 
options, the company is to assume that the volatility of the under- 
lying stock is zero. Stock prices move. In fact, the greater the vola- 
tility, the greater the value of the stock option. Warren Buffett 
gave these two measures a flat out F for logic. 

Another huge problem with the bill is that it would prohibit the 
voluntary expensing of options by over 575 companies that are cur- 
rently voluntarily exercising their options including Wal-Mart, 
Ford, General Motors, Microsoft, Coca-Cola, and other innovative 
younger companies like Netflix. Startup companies that are ex- 
pensing stock options voluntarily are often seen as more attractive 
investments precisely because they expense stock options. The crux 
of this matter is transparency. Investors have the right to receive 
accurate information about a company’s financial health. We know 
too well what happens when companies cook their books. And this 
committee knows too well the sham accounting gimmicks used to 
inflate earnings and boost stock prices. Soaring stock prices al- 
lowed Enron’s CEO Ken Lay to take home $123 million from exer- 
cising his stock options the year Enron went bankrupt. $123 mil- 
lion. Yesterday, Ken Lay was indicted on criminal charges. His in- 
dictment should serve as a reminder to Congress why this reform 
is needed. We should let FASB do their job. 

With that, Mr. Chairman, I yield back the balance of my time. 

Mr. Stearns. I thank the gentleman. 

Mr. Bass. 

Mr. Bass. Thank you, Mr. Chairman, and as the Chair well 
knows, I welcome this hearing. I welcome this hearing in the new 
light, shall we say, of being able to consider before it reaches the 
floor an important issue, not having the jurisdiction of this com- 
mittee completely obfuscated by another committee. 

We have, as the Chair well knows, taken the time here to have 
significant hearings on this issue over the last couple of years, and 
the content is extremely important. 

I don’t want to have any of my comments be interpreted as either 
supporting or opposing the issue of expensing of options, because 
there are very good arguments on both sides, both for expensing 
and against expensing options, and the purpose of this hearing is 
to dive into those reasons or issues. And we have very good wit- 
nesses here, not the least of which is one of my classmates and 
former member of this committee, Rick White, from Washington. 

However, as some other members of this committee have said in 
their opening statements, we passed a couple of years ago as a re- 
sult of scandals plaguing our economy, corporate world, the Sar- 
banes-Oxley bill, and it contained phrases such as “independent 
judgment” and “free from bias” when establishing the manner in 
which the FASB should set standards, and to have credibility 
given, independent credibility given to these regulatory agencies. 

Now, I have heard from many of my constituents regarding the 
concerns with the FASB proposal that would require expensing, 
and I question whether the proposed legislation which might have 
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been on the floor tomorrow had it not been for the leadership of 
our full committee chairman and the subcommittee chairman, 
whether this is exactly the way we should be going about it. 

So I look forward to hearing the testimony of our witnesses here 
today, and I thank you, Mr. Chairman, not only for holding this 
hearing which you planned to hold quite a few weeks ago, but real- 
ly working hard to make it relevant. 

Mr. Stearns. I thank my colleague. 

Mr. Davis. 

Mr. Davis. I will waive, Mr. Chairman. 

Mr. Stearns. Okay. The gentleman waives. He will have 3 extra 
minutes on his questioning. 

Mr. Shadegg. 

Mr. Shadegg. I thank you, Mr. Chairman, and I have a full 
statement which I will put in the record. 

I simply want to start by commending you for holding this hear- 
ing. I think it is very important that we look at this issue. I am 
a cosponsor of H.R. 3574, and I believe that there are legitimate 
concerns to be looked at here, and I think it is important that this 
committee examine those issues. 

I personally am not fond of compelling the expensing of all stock 
options. I am deeply concerned that that will hurt some industries, 
particularly some in my own district that are technology, high-tech 
startups and companies that have used stock expensing to 
incentivize and to encourage very, very talented employees to take 
a risk on their companies, and have done so successfully. And I 
think just by dent of philosophy, I believe that everything we can 
do within our economic system to give employees a stake in the 
profitability of a company or in its success is a step in the right 
direction. And so I think it is important that we look at anything 
that would put that structure at risk. And I think stock options are 
a part of the structure that give employees a stake in the company. 

I am concerned about the FASB proposal for a number of rea- 
sons. I am particularly concerned that there is no agreed upon 
method of valuation which everyone says is in fact accurate. I un- 
derstand that there is consensus that there are some proposals 
that are more accurate than others and some sense that this might 
be an improvement, but I think we should, if anything, in this area 
go slow. And I think the Baker bill, the H.R. 3574 is a reasonable 
compromise in going slow in this area. 

I would suggest that it is focused at the top management of the 
company, because those are the individuals who can in fact manip- 
ulate. And if the concern is, as one of my colleagues said on the 
other side, abuse of the corporation or of its financial structure 
through stock options, those are the individuals that would be in- 
volved in that. 

I do want to make two additional points. There has always been 
some concern expressed that setting the volatility at zero as the 
Baker legislation does means we are setting the value of the option 
at zero, and that is clearly wrong. There are five other factors that 
go into the valuation of the stock. What setting at zero does is it 
creates a level playing field. It is both simple, understandable, and 
it produces consistent results which can be easily verified, accord- 
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ing to Frederick Cook, a FASB appointed member of the Option 
Valuation Group. 

I think the second issue I want to address is the concern that 
some have that the Baker bill would prohibit companies from vol- 
untarily expensing. As has been noted, many companies are cur- 
rently doing that. I know that from my work on this legislation in 
the Financial Services Committee on which I also serve, that it was 
certainly not the intent of the authors of the bill to prohibit any 
company that chooses to voluntarily expense its stock from doing 
so, and that it is at least the belief of Mr. Baker and the authors 
of the bill that it in fact does not prohibit any company from choos- 
ing to voluntarily expense all of the stock options with which they 
issue. 

I would conclude by simply saying that in a paper entitled Ex- 
pensing Options Solves Nothing, a report by Harvard business pro- 
fessor of Business Administration, he argued that, if anything, ex- 
pensing may lead to a more distorted picture of a company’s eco- 
nomic condition and cash-flow than current financial statements 
provide. I think we ought to be guided by those words. I think the 
Baker compromise is a reasonable compromise. I certainly believe 
we ought to examine these issues. And I commend you, Mr. Chair- 
man, for doing so. But, in the interest of my constituents who are 
high-tech companies who believe this is a critical part of the incen- 
tives they use to make their companies viable and to compete with 
longstanding companies, I think it would be very — we would be ill 
served to not look at these issues thoughtfully, and, I hope, require 
expensing only where it in fact will aid the marketplace and aid 
investors, and not where it will harm the viability of the American 
economy and particularly high-techs and startups. 

With that, Mr. Chairman, I yield back. 

Mr. Stearns. I thank the gentleman. 

The gentleman from Ohio. Mr. Brown. 

Mr. Brown. I thank the chairman. I also wish to send birthday 
wishes with Mr. Dingell, who shares a birthday with my mother. 
And Mr. Dingell, I would add, since my mother is not here to hear 
it, is much younger than my mother. 

But the issue of if our publicly traded companies account for 
stock options has important implications for the integrity of cor- 
porate governance and the soundness of American financial mar- 
kets, that is why as we consider whether to interfere with efforts 
to reform stock option accounting Congress should in fact heed the 
physician’s maxim: First do not harm. 

In 1995, as we remember, Congress overrode President Clinton’s 
veto of legislation limiting shareholder securities lawsuits. The bill 
was authored by the then chairman of this committee and cospon- 
sored by its current chairman as well as the current chairman of 
the Financial Services Committee. The bill was a not particularly 
partisan one; in fact, the veto override passed overwhelmingly. But, 
frankly, we got that one wrong, after Enron collapsed in 2001, leav- 
ing corporate watchdogs pointing to the 1995 laws, one contributor 
to a fast and loose corporate culture that spawned the Enron deba- 
cle and a string of other corporate scandals. 

Today, with another reform bill before us, Congress may be pre- 
paring to repeat that mistake. H.R. 3574 derails FASB’s common 
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sense standards, as Mr. Stupak said, for the clear, open and uni- 
form expensing of stock options. Those standards are supported by 
fed Chairman Greenspan, SEC Chairman Donaldson, institutional 
investors like the Ohio Public Employees Retirement System, 
which incidentally lost $114 million to the Enron scandal. 

H.R. 3574 offers the illusion, as we do so often here, of corporate 
accountability, because though it requires expensing of options to 
top corporate officers, it also effectively requires that the company 
place no value on those options. That bill actually undermines ex- 
isting reforms by prohibiting companies, again as Mr. Stupak said, 
that have already begun to expense their options from continuing 
that practice. GM and GE, Ford, and UPS and Wal-Mart and Ama- 
zon.com and more than 500 other companies believe they can com- 
pete effectively with full disclosure, and shareholders for leading 
tech firms like HP, Intel, Apple, and IBM believe their interests 
are better served by expensing. But this bill makes that illegal. 

Here is what President Clinton had to say in his veto message 
of the 1995 securities law: Our markets are as strong and effective 
as they are because they operate and are seen to operate with in- 
tegrity. I believe this bill would erode this crucial basis of our mar- 
ket strength. Unquote. 

That is just as true today as it was just about a decade ago. I 
look forward to the testimony of our witnesses, Mr. Chairman. I 
hope we can approach this important issue today and as the legis- 
lation advances with the renewed commitment to do no harm. 

I yield back my time. 

Mr. Stearns. I thank the gentleman. 

Mr. Green. 

Mr. Green. Thank you, Mr. Chairman. 

I would like to commend our Chairman Barton for the defense 
of our committee’s jurisdiction on this legislation in particular, and 
I would also like to thank you and our ranking member for holding 
this important hearing. 

It is interesting as we hold this hearing, Ken Lay, former CEO 
of Enron, is in a courtroom in Houston facing charges for behavior 
this bill seeks to prevent. Under this bill, Ken Lay’s stock options 
would have been fully reported. And I support entrepreneurial spir- 
it of American companies; however, we have seen in recent years 
there is need to supply shareholders better information on the 
value of their share holdings. This bill is a step forward in achiev- 
ing that goal. 

The legislation provides protections from deceptive reporting of 
stock values and affords businesses the ability to use such options 
to entice the best and the brightest. Such incentives are critical to 
the development of technology and related industries where human 
capital is the driving force of the industry. Under this legislation, 
companies must report stock options going to the top five execu- 
tives. It is the behavior of top heavy profits that has gotten many 
large corporations in trouble, and I believe this is a strong start in 
safeguarding the value of stock other shareholders possess. 

And, Mr. Chairman, hopefully this is our first hearing and we 
are moving in the right direction with this legislation, and I yield 
back my time. 

[Additional statements submitted for the record follow:] 
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Prepared Statement of Hon. Barbara Cubin, a Representative in Congress 
from the State of Wyoming 

Thank you, Mr. Chairman. 

I look forward to our hearing today on an important matter of competitiveness. 
The concept of using stock options as an incentive for employee performance helped 
contribute to substantial growth in the tech sector and brought many small busi- 
nesses from infancy to mega-employer status. Having employees who have a stake 
in the health of the company is not only a good incentive for the employer to offer, 
but also a great wealth-building opportunity for wage-earners. 

Now, after some high-profile bankruptcies, stock options are looked upon in a 
largely negative manner, and the Financial Accounting Standards Board’s proposal 
for them to be expensed will effectively kill the goose that laid the golden egg. In 
anticipation of the pending accounting rule update, many companies are changing 
how they incentivize performance and how they report the awarding of options, I 
think this is an unfortunate trend. 

I think we need to preserve the ability of small employers to recruit employees 
using incentives like stock options. It’s difficult for small and start up companies 
to compete with large companies on salary alone. Stock options offer a potential for 
wealth building and an incentive for company growth. 

I am also concerned with the assumption that we can predict the cost of stock 
option such that they can be included on a company’s balance sheet. If someone 
could really determine what the future value of a stock is, wouldn’t we all buy low 
and sell high? 

There is another aspect to these changes that no one seems to speak about, and 
that is the assumption that the stock will always increase. How fair is it for a com- 
pany to expense these options, then show a poor annual report as a result, then 
watch the stock decline to where it is worth less than the price it was granted? Cer- 
tainly nobody will be exercising their options then. 

I look forward to hearing from our distinguished panel on these matters today and 
want to continue our dialog as we tackle legislation addressing this matter. I yield 
back the balance of my time. 


Prepared Statement of Hon. Diana DeGette, a Representative in Congress 
from the State of Colorado 

Thank you Mr. Chairman. I am pleased that the members of the Commerce, 
Trade and Consumer Protection Subcommittee have a chance to weigh in on this 
very important corporate governance issue, especially given this Committee’s juris- 
diction over the Federal Accounting Standards Board (FASB). 

In July 2002, following the revelations of alleged fraud at Enron, WorldCom and 
Global Crossing, the Coca-Cola Company, in an unprecedented move, began to vol- 
untarily report the stock options it granted to its employees as an expense on its 
income statement. According to Coca-Cola’s Chief Financial Officer, Gary Fayard, 
the expensing of stock options, instead of simply disclosing them in the footnotes, 
was the appropriate choice as doing so “more clearly reflected economic reality” and 
ensured “that the confidence of our shareowners was maintained.” 

Since July 2002, more than 500 other U.S. reporting companies, such as Exxon 
Mobil, General Motors, BankOne, Microsoft, Amazon.com and Netflix, have joined 
Coca-Cola and started treating the stock options they give to their employees the 
same way they do any other form of compensation: as an expense on their income 
statements. Despite fears, the expensing of stock options has not led to the sky fall- 
ing, stock prices plummeting or an employee exodus to China or India at any of 
these companies. 

Recognizing that hundreds of public companies are already doing so, FASB re- 
cently released a draft rule that would require all companies to expense stock op- 
tions on their income statement. The FASB rule does not prohibit companies from 
granting options, but only requires that they are properly accounted for. 

Yet, instead of supporting FASB’s efforts in crafting this long overdue rule that 
would be instrumental in enhancing the integrity of companies’ financial state- 
ments, restoring investor confidence and strengthening corporate governance in our 
country, Congress, in an unprecedented move, is threatening to usurp FASB’s au- 
thority and block the Security and Exchange Commission’s (SEC) adoption of the 
FASB rule. 

Such a measure would prove to be a significant step backward from Sarbanes 
Oxley and would call into question the commitment this body made to strengthening 
corporate governance only two years ago. The bill sponsored by Representative 
Baker would not only fail to increase financial transparency or further honest ac- 
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counting, but would politicize the accounting standards-setting process and would 
compromise the independence of FASB. 

Simply stated, Congress should not legislate accounting standards nor should it 
interfere with the accounting standards-setting process. Not only would doing so 
dramatically undermine the independence of FASB, it would set a dangerous prece- 
dent. If Congress blocked the FASB rule requiring the expensing of stock options 
because it might adversely affect technology companies, what would stop this body 
from requiring FASB to change other existing rules, such as its rule on expensing 
depreciation that decreases the bottom line for manufacturers? While unlikely, Rep- 
resentative Baker’s bill would open the door to such actions and potentially set us 
on a path down a slippery slope. 

It is also important to keep in mind that the very companies who are lobbying 
Congress against expensing stock options for accounting purposes are expensing 
stock options for tax purposes. Currently, a company is able to dole out options with 
no impact to its bookkeeping bottom line — the one Wall Street is interested in, while 
simultaneously expensing options and reducing its bottom line — its tax liability — for 
tax purposes. Such a discrepancy not only leads to an overstatement of earnings for 
companies, but also a penalty to those companies who do not use options to com- 
pensate their employees. The FASB rule would rightfully correct this double stand- 
ard. 

Many of the companies and some Members who are against the FASB rule claim 
that there is no perfect way to value options and for that reason, options should not 
be expensed. But as Warren Buffet recently stated in a recent Washington Post edi- 
torial on the issue, “estimates pervade accounting.” In fact, accountants use esti- 
mates for lots of things, including items already expensed on the income statement, 
such as depreciation or amortization. In fact, many accounting experts have said 
that the method to value stock options is much more accurate than the method to 
value the useful life of a manufacturing plant or a corporate jet for depreciation pur- 
poses. As Warren Buffet has admonished, “legislators should remember that it is 
better to be approximately right than precisely wrong.” 

Therefore, I commend FASB in its continued efforts to increase financial trans- 
parency and strengthen corporate governance in America. Moreover, Congress 
should not interfere with the accounting standard process at FASB nor should it 
limit the SEC’s ability to recognize FASB’s authority. Doing so would seriously com- 
promise the independence of FASB, politicize the accounting standard setting-proc- 
ess and even more importantly, undermine Congress’ efforts toward improving cor- 
porate governance in our country. 

Mr. Stearns. I thank my colleagues. We are ready for the first 
panel. We have the honorable David Walker, Comptroller General 
of the U.S. General Accounting Office. We have Mr. Robert Herz, 
Chairman of the Financial Accounting Standards Board. And we 
have our former colleague, Mr. Rick White, President and CEO of 
Technet, Chairman, International Employee Stock Options Coali- 
tion. And we have Mr. Steven Mayer, Senior Vice President and 
Chief Financial Officer of Human Genome Sciences. 

From our colleagues, we have two individuals that are sort of pro 
stock options and we have two individuals who are not for stock 
options. So I think we have got a balanced hearing. And we wel- 
come your opening statements, and we would like you, if possible, 
to keep them under 5 minutes, and thank you. 

We will start with you, Mr. Walker. Thank you. 

STATEMENT OF HON. DAVID M. WALKER, COMPTROLLER 
GENERAL, U.S. GENERAL ACCOUNTING OFFICE 

Mr. Walker. Thank you, Mr. Chairman, Members of the sub- 
committee. It is a pleasure to be before you here today. In addition 
to being the Comptroller General of the United States and head of, 
effective yesterday, the Government Accountability Office, still the 
GAO, I have been a CPA for over 30 years. So I have had to deal 
with these issues both in the public sector and the private sector, 
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the not-for-profit sector, for many years. I felt it was important 
that you understand my background on this issue. 

I appreciate the opportunity to share GAO’s perspective on the 
process of establishing accounting standards for private sector enti- 
ties, in general, and the FASB’s proposed accounting for stock op- 
tions, in particular. As has been noted by a number of members, 
we fully recognize that the stock options accounting issue is a com- 
plex and controversial issue on which reasonable people can and do 
disagree. 

On June 28, 2004, I sent a letter to the FASB as well as to the 
Chair and ranking member of the Senate Committee on Banking, 
Housing, and Urban Affairs. My testimony is based primarily on 
these two letters. 

Thank you, Mr. Chairman, for putting my entire statement in 
the record, and I will summarize the highlights. 

We support the concepts behind FASB’s current proposed state- 
ment requiring that companies use the fair market value method, 
which essentially results in companies recording stock options and 
other share based compensation arrangements as an expense. In 
our view, stock options and other forms of share-based payments 
have economic value and represent a form of compensation ex- 
pense. If they are not compensation, I don’t know what else they 
are. Therefore, we believe that the economic substance of such 
transactions should be reflected as a compensation expense and in 
the calculation of a company’s net income in order to accurately 
portray its financial results. 

The current standard, which permits companies to choose be- 
tween the intrinsic and fair market value methods, in effect allows 
companies to select their own net income. It also creates a barrier 
to comparable financial information, both domestically and inter- 
nationally, because the choice of methods will result in differences 
in reported amounts across companies due to the different methods 
of accounting. We believe that a requirement to expense stock op- 
tions and other share-based payments will provide additional 
transparency, clarity, and comparability in financial reporting. 

I would also note, as certain other members of the subcommittee 
have stated, it would also serve to increase consistency between ac- 
counting and tax treatment for share based payments. 

We also support the four principal reasons that the FASB has 
cited for issuing the new proposed standard. Notwithstanding ours 
and others’ views on the merits of various accounting methods for 
stock options, we believe that the principle of independence, both 
in fact and appearance, with regard to standard setting is abso- 
lutely crucial. It is essential to the credibility of and confidence in 
the authoritative standard setting process. FASB, in carrying out 
its standard setting activities, has an established process in place 
to obtain and consider feedback from its constituent groups, includ- 
ing financial statement preparers, auditors, institutional investors, 
lenders, creditors, professional analysts, and various other parties. 
This process is especially important given the complexity and con- 
troversial nature of some accounting standards, including the one 
being considered today, accounting for stock options and other 
share-based payments. 
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We believe it is critical that the FASB complete its analysis of 
comments received on its exposure document on share-based pay- 
ments and finalize its proposed statement in accordance with the 
established independent standard setting process. In our opinion, 
the FASB’s independent standard setting process, subject to SEC 
oversight, which the Congress properly enacted, should be allowed 
to proceed in its consideration of accounting for stock options. 

Mr. Chairman, that concludes my statement. I would be happy 
to answer any questions after my fellow panel members have a 
chance to speak. Thank you. 

[The prepared statement of Flon. David M. Walker follows:] 

Prepared Statement of Hon. David M. Walker, Comptroller General, U.S. 

General Accounting Office 

Dear Mr. Chairman and Members of the Subcommittee: I appreciate the oppor- 
tunity to discuss with the subcommittee GAO’s perspective on the process for estab- 
lishing accounting standards for private-sector entities and then, more specifically, 
the current proposals for accounting for stock options. We recognize that accounting 
for stock options is a complex and controversial issue on which reasonable people 
can and do disagree. As a result, in light of the Financial Accounting Standards 
Board’s (FASB) current proposed standard for accounting for stock options and other 
share-based compensation, there has been a renewed interest for the Congress to 
possibly legislate accounting rules for stock options. On June 28, 2004, we sent a 
letter to FASB commenting on its proposed standard and a letter discussing the ac- 
counting standard- setting process to the Senate Committee on Banking, Housing, 
and Urban Affairs. 1 

FASB is a non-governmental organization empowered to establish financial ac- 
counting and reporting standards for private-sector entities. Although this function 
legally resides with the Securities and Exchange Commission (SEC) for public com- 
panies as part of its mandate to administer and enforce the provisions of the federal 
securities laws, the SEC has traditionally relied on FASB since 1973 to fulfill this 
function. The U.S. capital markets depend on a system of continuously improving 
financial information about the underlying economic activities of companies. This in- 
formation is fostered and framed by independently established financial accounting 
and reporting standards, collectively referred to as generally accepted accounting 
principles (GAAP). 

On March 31, 2004, FASB issued an exposure document on a proposed Statement, 
Share-Based Payment, an Amendment of FASB Statements No. 123 and 95, which 
addresses the accounting for compensation to employees in the form of stock options 
and other forms of equity. The FASB’s proposed Statement would generally elimi- 
nate the ability for public companies to account for share-based services using the 
intrinsic method (which generally results in no expense being recognized) and would 
require instead the use of a fair-value-based method, which would generally result 
in companies treating stock options granted to employees as an expense based on 
their fair value when granted. 2 It is important to note that in 1995, when issuing 
the current standard that is in place, FASB clearly stated that the fair market value 
is the preferable method. The current standard also includes guidance to that effect 
and requires that if the fair market value method is not used, then disclosure must 
be made of pro forma net income and earnings per share presented as if the fair 
market value method had been used. 

We support the concepts behind FASB’s current proposed Statement requiring 
companies to use the fair market value method, which essentially results in compa- 
nies recording stock options and other share-based arrangements as an expense. In 
our view, stock options and other forms of share-based payment have economic 
value and represent a form of compensation expense. Therefore, we believe that the 
economic substance of such transactions should be reflected as compensation ex- 
pense in the calculation of a company’s net income to accurately portray its financial 
results. The current standard, which permits companies to choose between the in- 


1 U.S. General Accounting Office, Independent Standard-Setting Process for Establishing Ac- 
counting Standards for Private-Sector Entities, GAO-04-480R (Washington, D.C.: June 28, 2004). 
This letter contained as an enclosure our comment letter to FASB. 

2 The proposed standard would permit nonpublic companies to measure compensation costs 
based on the intrinsic method of accounting at each reporting date until options are exercised 
or otherwise settled. 
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trinsic and fair value methods, allows companies to select the impact on net income. 
It also creates a barrier to comparable financial information, both domestically and 
internationally, because the choice of methods used will result in differences in re- 
ported amounts across companies due to the different methods of accounting. We 
believe that a requirement to expense stock options and other share-based payment 
will provide additional transparency, clarity, and comparability in financial report- 
ing. 

We also support the four principal reasons FASB cited for issuing the new pro- 
posal: (1) addressing concerns of users and others that the use of the intrinsic value 
method results in financial statements that do not faithfully represent economic 
transactions and can distort the financial condition and operations of the issuer; (2) 
improving the comparability of reported financial information through the elimi- 
nation of alternative accounting methods; (3) simplifying U.S. generally accepted ac- 
counting principles by requiring the use of a single method of accounting for share- 
based payment; and (4) enabling international convergence and greater inter- 
national comparability in the accounting for share-based payment. 

Notwithstanding our and others’ views on the merits of various accounting meth- 
ods for stock options, we believe that the principle of independence, both in fact and 
in appearance, is essential to the credibility of and confidence in any authoritative 
standard-setting processes. With respect to the role of FASB in this and other areas, 
we support its efforts, as the SEC’s designated independent non-governmental 
standard-setting body, to identify issues for consideration, prepare exposure docu- 
ments, conduct outreach efforts and solicit comments on exposure documents, and 
consider the resulting comments in finalizing and issuing new accounting standards. 
FASB, in carrying out its standard-setting activities, has an established process in 
place to obtain and consider feedback from its constituent groups, including finan- 
cial statement preparers, auditors, and users such as individual investors, institu- 
tional investors, lenders, creditors, professional analysts, and various other parties. 
These processes were established in order to balance tbe competing interests and 
demands of the various groups while providing standards that promote transparent, 
credible, and comparable financial information. This time-tested and proven delib- 
erative process has served to strengthen financial reporting and ensure general ac- 
ceptance of the nation’s accounting standards. This process is especially important 
given the complexity and controversial nature of some accounting standards, includ- 
ing the accounting for stock options and other share-based payments. 

We believe it is critical that FASB complete its analysis of comments received on 
its exposure document on share-based payment and finalize its proposed Statement 
in accordance with its established independent standard-setting process. In enacting 
the Sarbanes-Oxley Act of 2002, the Congress recognized the importance of having 
an independent standard-setting process that facilitates accurate and effective fi- 
nancial reporting and protects investors. As a safeguard, the Act specified criteria 
for the SEC to use for determining whether a private-sector accounting standard 
setter’s principles will be considered as generally accepted. The SEC determined 
that FASB met the statutory criteria established in the Sarbanes-Oxley Act of 2002. 
In our opinion, the FASB’s independent standard-setting process, subject to SEC 
oversight, should be allowed to proceed in its consideration of accounting for stock 
options. 

I would like to add that GAO is involved in setting government auditing stand- 
ards and accounting standards for federal agencies. We have also implemented de- 
liberative processes to obtain and consider the perspectives of affected parties on ex- 
posure drafts of proposed standards. Standard setting is, by its nature, an iterative 
process and the standard setter needs a high degree of independence to make deci- 
sions on what represents the best standard in the public interest. 

Mr. Chairman, this concludes my statement. I would be pleased to answer any 
questions you or other members of the subcommittee may have at this time. 

For further information regarding this testimony, please contact Jeanette M. 
Franzel, Director, Financial Management and Assurance, at 202-512-9471 or 
franzelj@gao.gov. Michael C. Hrapsky also made key contributions to this testimony. 

Mr. Stearns. Mr. Herz. 

STATEMENT OF ROBERT H. HERZ, CHAIRMAN, FINANCIAL 
ACCOUNTING STANDARDS BOARD 

Mr. Herz. Thank you, Chairman Stearns, Ranking Member 
Schakowsky, and members of the subcommittee. I am very pleased 
to appear here today. I think this is a very important and timely 
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hearing. I have brief prepared remarks and a full text of testimony, 
which I would request be entered into the record. 

Mr. Stearns. By unanimous consent, so ordered. 

Mr. Herz. As you well know, our ability to conduct our work in 
a systematic, thorough, and unbiased manner is fundamental to 
achieving our mission. The standards we produce are essential to 
the growth and stability of the U.S. economy, because creditors, in- 
vestors, and other consumers of financial information rely heavily 
on credible, transparent, comparable, and unbiased financial re- 
ports. Financial accounting reporting is meant to tell it like it is, 
not to distort or to skew information to favor particular industries, 
particular types of transactions, or particular political, social, or 
economic goals, other than the goal of sound and honest reporting. 

We understand that our proposal on share based payments or eq- 
uity based compensation is controversial, the subject is controver- 
sial, but we felt it very important to address the accounting in this 
important area for a number of reasons. 

First, there was a high level of public concern expressed by in- 
vestors, creditors, financial analysts, and many other parties about 
the need to improve the accounting in this area. 

Second, the complexity and noncomparability in this lack of 
transparency created by the alternative accounting treatments 
presently available for stock based compensation. 

And finally, the opportunity to achieve convergence to a common 
high quality international accounting standard in this important 
area. 

Our proposal is the result of an extensive public due process, a 
process that began in November 2002 before the project was added 
to our agenda. That process included the issuance of a preliminary 
document for public comment, the review of hundreds of comment 
letters, review of relevant research studies, consultation with our 
formal advisory councils, and with many, many, many other par- 
ties, including users, auditors, and preparers of financial reports of 
small businesses, an active board deliberation at 38 public meet- 
ings. 

The proposal reflects the view that all forms of equity based com- 
pensation should be properly accounted for as such, and that the 
existing exception for so-called fixed plan employee stock options 
results in reporting that not only ignores the economic substance 
of those transactions, but also distorts reported earnings and other 
key financial metrics. 

As the Congressional Budget Office stated in their recent report 
to Congress, if firms do not recognize as an expense the fair value 
of employee stock options measured when the options are granted, 
the firms’ net income will be overstated. Thus, under current ac- 
counting standards, the greater the use of fixed plan employee 
stock options, the greater the distortion of the reported results. 

In the public arena, as mentioned, our proposal would bring 
about greater comparability between the over 575 companies that 
have voluntarily opted to account for stock options and the many 
others that have not yet done so. It would also be responsive to the 
growing number of companies, including many major technology 
companies, whose shareholders by a majority vote have approved 
nonbinding proxy resolutions mandating expensing of all employee 
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stock options. The proposal also would result in substantial conver- 
gence in the accounting for equity based compensation between 
U.S. standards and the international accounting standards that 
will be followed by companies in over 90 countries around the 
world. 

As noted, our neighbor to the north, Canada, who usually follows 
our lead in modifying their accounting standards, felt that it could 
not wait in this area and decided to mandate expensing of em- 
ployee stock options beginning in January 2004. I understand that 
implementation of Canada’s new standard, which has been adopted 
by over 1,500 small businesses and over 500 technology companies, 
has to date gone very smoothly. 

Now, since the issuance of our proposal for public comment, we 
have continued to actively solicit input and response to the pro- 
posal. In May, the Board discussed the proposal with representa- 
tives of small businesses at the public meeting of our Small Busi- 
ness Advisory Committee. Mr. Mayer is a member of that. Discus- 
sions focused largely on the special provisions that were in our pro- 
posal that were intended to alleviate the cost and complexity of im- 
plementing the standard for small businesses. We are very sen- 
sitive to the needs and concerns of startups and small businesses, 
and recognize that special provisions might be appropriate. 

In June, we held four public roundtable meetings, two in Palo 
Alto, California, and two at our offices in Norwalk to discuss the 
proposal. Over 70 individuals from a broad range of companies, in- 
vestors, small businesses, valuation experts, auditors, and so on, 
attended the meeting and gave their views. To date, the Board has 
also received thousands of comment letters in response to the pro- 
posal. 

Beginning later this month, we will start redeliberating at public 
meetings the issues and comments we have gotten on the pro- 
posals. Those redeliberations will be systematic, thorough and ob- 
jective and will include careful consideration of the input already 
received and input that we will continue to solicit throughout the 
process. Only after carefully evaluating at the public meetings the 
input received and reaching decisions on the issues raised will we 
consider whether to issue a final standard. 

Our current plans are to complete our redeliberations and be in 
a position to issue a final standard in the fourth quarter of this 
year. So it was with great concern that I learned that the House 
of Representatives may soon vote on H.R. 3574, proposed legisla- 
tion that if enacted would cut short, preempt and override our cur- 
rent efforts to improve the accounting for equity-based compensa- 
tion. 

We strongly oppose H.R. 3574, as we believe do most investors, 
analysts, accountants and many companies. That opposition is 
based on many conceptual and technical reasons, including, first, 
the proposed legislation is seriously flawed. By mandating the ex- 
pensing of only those stock options held by the top five executives 
and stipulating an unorthodox method for valuing and accounting 
for those options, the proposed legislation violates fundamental 
concepts of economics and accounting and would legislate signifi- 
cant distortions in companies’ reported earnings, profitability and 
other key financial metrics. 
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Second, the proposed legislation, although titled the Stock Option 
Accounting Reform Act, contains provisions that have exactly the 
opposite effect by largely preserving, protecting and perpetuating 
the nonexpensing of stock options that has resulted in an unlevel 
playing field favoring certain companies that are the greatest user 
of fixed plan employee stock options over other companies that 
have chosen to compensate their employees in different ways. 

Third, the proposed legislation, as mentioned, would be in direct 
conflict with the expressed needs and demands of many investors 
and shareholders and would appear to prohibit the voluntary ex- 
pensing of all employee stock options that has been adopted by over 
575 U.S. companies. 

Fourth, the proposed legislation would strike a real blow to the 
FASB’s efforts to achieve timely convergence of high quality inter- 
national accounting standards and is therefore directly inconsistent 
with the language and intent of both the Sarbanes-Oxley Act and 
the related SEC policy statement reaffirming the FASB as the Na- 
tion’s accounting standard setter. 

Fifth, the proposed legislation would raise a host of other prac- 
tical and implementation issues for companies, auditors, regulators 
and the entire financial reporting system. 

Finally, and very importantly, the proposed legislation would in 
our view establish a very dangerous precedent in that it would 
send a clear and unmistakable signal that Congress is willing to 
directly intervene in the independent, objective and open account- 
ing standard setting process based on factors other than the pur- 
suit of sound and honest financial reporting. 

For those many reasons, we believe that H.R. 3574 if enacted 
would result in a major step backwards in the recent efforts by 
Congress, the SEC, the FASB and many other parties to restore 
public confidence and trust in the integrity of financial reporting. 
As Federal Reserve Chairman Greenspan recently noted, the poten- 
tial enactment of H.R. 3574 would be a bad mistake for the Con- 
gress. We wholeheartedly agree. 

Speaking not just for the FASB but for the millions of U.S. inves- 
tors and others that rely on the integrity of financial reporting and 
the capital market system, I respectfully urge all of you to oppose 
this legislation so that we may continue our work on developing a 
high quality standard that will improve financial reporting in this 
important area. 

Thank you, Chairman Stearns. I too would be happy to respond 
to questions. 

[The prepared statement of Robert H. Herz follows:] 

Prepared Statement of Robert H. Herz, Chairman, Financial Accounting 

Standards Board 

Chairman Stearns, Ranking Member Schakowsky, and Members of the Sub- 
committee: I am Robert Herz, chairman of the Financial Accounting Standards 
Board (“FASB” or “Board”). I am pleased to appear before you today on behalf of 
the FASB. I want to thank you for the opportunity to publicly express our concerns, 
and the concerns of investors, analysts, accountants, and many companies about 
H.R. 3574, 1 which, if enacted, will cut short and override the FASB’s current efforts 
to improve the financial accounting and reporting for equity-based compensation. 


H.R. 3574, 108th Congress, 1st Session (November 21, 2004). 
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My testimony includes a brief overview of (1) the FASB, including the importance 
of the Board’s independence and the ability to conduct its work in a systematic, 
thorough, and objective manner, (2) the process the FASB follows in developing ac- 
counting standards, (3) the basis for the Board’s unanimous decision to issue a pro- 
posal to improve the accounting for equity-based compensation, (4) the input re- 
ceived in response to the proposal, (5) the current status of, and the FASB’s plans 
relating to, the proposal, and (6) some observations about H.R. 3574. 

THE FASB 

The FASB is an independent private-sector organization. 2 We are not part of the 
federal government. Our independence from enterprises, auditors, and the federal 
government is fundamental to achieving our mission — to establish and improve 
standards of financial accounting and reporting for both public and private enter- 
prises, including small businesses. 3 Those standards are essential to the efficient 
functioning and operation of the capital markets and the United States (“US”) econ- 
omy because investors, creditors, and other consumers of financial reports rely heav- 
ily on sound, honest, and unbiased financial information to make rational resource 
allocation decisions. 

The FASB’s independence, the importance of which was recently reaffirmed by the 
Sarbanes-Oxley Act of 2002 (“Act”), 4 is fundamental to our mission because our 
work is technical in nature, designed to provide preparers with the guidance nec- 
essary to report information about their economic activities. Our standards are the 
basis to measure and report on the underlying economic transactions of business en- 
terprises. Like investors and creditors, Congress and other policy makers need an 
independent FASB to maintain the integrity of the standards in order to obtain the 
financial information necessary to properly assess and implement the public policies 
they favor. 

Financial accounting and reporting is meant to tell it like it is, not to allow distor- 
tions or skew information to favor particular industries, particular types of trans- 
actions, or particular political, social, or economic goals other than sound, and hon- 
est reporting. While bending the standards to favor a particular outcome may seem 
attractive to some in the short run, in the long run a biased accounting standard 
is harmful to investors, creditors, the capital markets, and the US economy. 

The FASB’s authority with respect to public enterprises comes from the US Secu- 
rities and Exchange Commission (“SEC”). The SEC has the statutory authority to 
establish financial accounting and reporting standards for publicly held enterprises. 
For 30 years, the SEC has looked to the FASB for leadership in establishing and 
improving those standards. The SEC recently issued a Policy Statement reaffirming 
this longstanding relationship. 5 

The Policy Statement, consistent with the language and intent of the Act, also re- 
emphasizes the importance of the FASB’s independence described earlier. 6 It states: 

By virtue of today’s Commission determination, the FASB will continue its 
role as the preeminent accounting standard setter in the private sector. In per- 
forming this role, the FASB must use independent judgment in setting stand- 
ards and should not be constrained in its exploration and discussion of issues. 
This is necessary to ensure that the standards developed are free from bias and 
have the maximum credibility in the business and investing communities. 7 
The SEC, together with the private-sector Financial Accounting Foundation 
(“FAF”), 8 maintains active oversight of the FASB’s activities. 

WHAT PROCESS DOES THE FASB FOLLOW IN DEVELOPING ACCOUNTING STANDARDS? 

Because the actions of the FASB affect so many organizations, its decision-making 
process must be open, thorough, and as objective as possible. The FASB carefully 


2 See Attachment 1 for information about the Financial Accounting Standards Board. 

3 See Attachment 2 for excerpts from recent materials about the importance of the FASB’s 
independence and concerns about proposed legislation. 

4 Sarbanes-Oxley Act of 2002, Public Law Number 107-204, Sections 108-109. 

5 “Policy Statement: Reaffirming the Status of the FASB as a Designated Private-Sector 
Standard Setter,” Exchange Act Release Nos. 33-8221; 34-47743; IC-26028; FR-70 (April 28, 
2003). 

6 Sarbanes-Oxley Act of 2002, Sections 108-109; the legislative history of the Sarbanes-Oxley 
Act of 2002 (“Act”) is clear that the provisions of the Act relating to the FASB were intended 
to “strengthen the independence of the FASB . . . from . . . companies whose financial statements 
must conform to FASB's rules.” Senate Report 107-205, 107th Congress, 2d Session (July 3, 
2002), page 13. 

7 Policy Statement, page 5 of 8. 

8 See Attachment 1 for information about the Financial Accounting Foundation. 
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considers the views of all interested parties, including users, auditors, and preparers 
of financial reports of both public and private enterprises, including small busi- 
nesses. 

Our Rules of Procedure require an extensive and thorough public due process. 9 
That process involves public meetings, public roundtables, field visits, liaison meet- 
ings with interested parties, and exposure of our proposed standards to external 
scrutiny and public comment. The FASB members and staff also regularly meet in- 
formally with a wide range of interested parties to obtain their input and to better 
our understanding of their views. The Board makes final decisions only after care- 
fully considering and analyzing the input of all interested parties. 

While our process is similar to the Administrative Procedure Act process used for 
federal agency rule making, it provides for far more public deliberations of the rel- 
evant issues and far greater opportunities for interaction with the Board by all in- 
terested parties. It also is focused on making technical, rather than policy or legal, 
judgments. The FASB’s Mission Statement and Rules of Procedure require that in 
making those judgments the Board must balance the often conflicting perspectives 
of various interested parties and make independent, objective decisions guided by 
the fundamental concepts and key qualitative characteristics of financial reporting 
set forth in our conceptual framework. 

The FASB and the FAF, in consultation with interested parties, periodically re- 
view the FASB’s due process procedures to ensure that the process is working effi- 
ciently and effectively for users, auditors, and preparers of financial reports. 10 Over 
the past two years, the FASB and the FAF have undertaken a significant number 
of actions to improve the Board’s due process procedures. Some of those actions were 
intended to increase the quality and breadth of input to our process, including in- 
creasing the input from users, auditors, and preparers of small businesses. Those 
particular actions include the following: 

• Establishing a Small Business Advisory Committee (“SBAC”) in order to increase 

involvement by the small business community in developing accounting stand- 
ards. The SBAC, whose members represent diverse perspectives and experi- 
ences, comprises lenders, investors and analysts, preparers of financial state- 
ments from a broad range of businesses, including controllers and chief finan- 
cial officers, and auditors from the small business community. 

• Establishing a User Advisory Council (“UAC”) in order to obtain more active user 

involvement in our process. The UAC comprises representatives of individual 
and institutional investors, investment and commercial banks, rating agencies, 
and other groups that represent investors and key users. Several of the mem- 
bers of the UAC are primarily users of financial reports of small businesses. 

• Making our public Board meeting announcements available to interested parties 

more broadly through an email subscription service. 

• Making our public Board meetings available to interested parties for monitoring 

via web cast on our website free of charge and via the telephone at a reduced 
cost. 

• Making all of our proposals for public comment, all of the comments received, and 

the full text of all our standards publicly available on our website. 

FASB’S CURRENT PROJECT TO IMPROVE THE ACCOUNTING FOR EQUITY-BASED 

COMPENSATION 

In March 2003, at a public meeting, the Board decided to add a project to its 
agenda to address issues relating to equity-based compensation. That decision was 
based largely on three reasons. 

The first reason was the high level of public concern expressed by creditors, indi- 
vidual and institutional investors, pension funds, mutual funds, financial analysts, 
and other users of financial statements about the need to improve the financial ac- 
counting and reporting for equity-based compensation. The concern was not just 
about perceived abuses of executive compensation, but the broader issue of the ap- 
propriate financial accounting and reporting for equity-based compensation, in par- 
ticular the need to eliminate the exception from expense recognition that presently 
exists only for fixed plan employee stock options. Those users of financial state- 
ments that have been urging the FASB to eliminate the exception for fixed plan em- 
ployee stock options include: 


9 See Attachment 1 for information about the FASB’s due process. 

10 The Securities and Exchange Commission (“SEC”) also recently reviewed the FASB’s due 
process and concluded that “the FASB has the capacity . . . and is capable of improving both the 
accuracy and effectiveness of financial reporting. . .” Policy Statement, page 5 of 8. 
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• The Council of Institutional Investors (an association of more than 130 corporate, 

public, and union pension funds with more than $3 trillion in pension assets) 

• Institutional Shareholder Services (serving more than 950 institutional investors 

and corporate clients worldwide) 

• The Office of the State Comptroller of New York (an investor, shareholder, and 

sole trustee of the nation’s second largest pension fund at approximately $100 
billion in assets) 

• Moody’s Investor Services 

• The Central Pension Fund of the International Union of Operating Engineers and 

Participating Employers (on behalf of more than 150,000 participants of the 
CPF) 

• The Teachers Insurance and Annuity Association College Retirement Equities 

Fund (a financial services company with approximately $262 billion in assets 
under management, serving nearly 3 million education and research employees 
at 15,000 institutions) 

• The Investment Company Institute (a national association including 8,938 mutual 

funds, 535 closed-end investment companies, and 6 sponsors of unit investment 
trusts; its mutual fund members have assets of about $6,539 trillion, accounting 
for approximately 95 percent of total industry assets, and 90.2 million indi- 
vidual shareholders) 

• The Association for Investment Management and Research (now known as the 

CFA Institute, a nonprofit professional organization of 61,600 financial ana- 
lysts, portfolio managers, and other investment professionals). 11 

• The American Federation of Labor and Congress of Industrial Organizations (rep- 

resenting 13 million of America’s workers in 65 member unions) 

• The Conference Board Commission on Public Trust and Private Enterprise (co- 

chaired by Peter G. Peterson, chairman of the Blackstone Group, former Sec- 
retary of Commerce and chairman of the Federal Reserve Bank of New York, 
and John W. Snow, (former) chairman, CSX Corporation and former chairman, 
Business Roundtable). 

In 2002, President Bush announced a ten-point plan to improve corporate respon- 
sibility. 12 That plan including the following statement: “The authors of accounting 
standards must be responsive to the needs of investors.” 13 There is no other issue 
on the Board’s agenda on which investors have been clearer about the need for an 
improvement in the existing accounting standards. 

The second reason the Board decided to add a project to its agenda to address 
issues relating to equity-based compensation was because of the complexity and 
noncomparability and, thus, potential lack of transparency created by the alter- 
native accounting treatments presently available for reporting equity-based com- 
pensation. That lack of transparency has been magnified by the recent trend of en- 
terprises adopting the voluntary fair value provisions of FASB Statement of Finan- 
cial Accounting Standards No. 123, Accounting for Stock-Based, Compensation (Octo- 
ber 1995). 14 The trend has increased the divergence between the financial reports 
of enterprises that do not make wide use of employee stock options as compensation 
and the financial reports of those that do, and between those enterprises that volun- 
tarily expense employee stock options and those that do not. 

As indicated above, fixed plan employee stock options are the only form of em- 
ployee stock options that is not required to be reported as an expense in the income 
statements of the enterprises that grant them. All other forms of employee com- 
pensation, including cash salaries, bonuses, fringe benefits, restricted stock, stock 
warrants, performance-based stock options, indexed-based stock options, employee 
stock ownership plans, are (and have long been) required to be reported as an ex- 
pense. Moreover, when equity-based grants of any form are issued to nonemployees 
for goods or services, they also are (and have long been) required to be reported as 
an expense. 

The exception for fixed plan employee stock options is clearly an anomaly in to- 
day’s financial accounting and reporting. That anomaly results in an absolute and 


11 A 2001 survey conducted by the Association for Investment Management and Research 
found that more than 80 percent of financial analysts and portfolio managers responding to the 
survey believed that stock options granted to employees are compensation and should be recog- 
nized as an expense in the income statements of the enterprises that grant them. AIMR, “Ana- 
lysts, Portfolio Managers Want Employee Stock Options Expensed on Income Statements, Global 
AIMR Survey Shows” (November 19, 2001). 

12 Ten-Point Plan to Improve Corporate Responsibility sand Protect America’s Shareholders 
(March 7, 2002). 

i3/d. 

14 See Attachment 3 for a list of 576 companies that have voluntarily adopted option expensing 
under the fair value method. 
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relative distortion of profitability and other key financial metrics. The greater the 
use of those instruments, the greater the distortion. As indicated above, the distor- 
tion creates an unleveled playing field that inappropriately favors those enterprises 
that are the greatest users of fixed plan employee stock options over other enter- 
prises that either have chosen to compensate their employees in different ways (in- 
cluding different forms of equity-based compensation) or use fixed plan employee 
stock options but have voluntarily elected to expense them. 

The distortion misleads investors, particularly, but not limited to, less sophisti- 
cated investors. The overall effect is a diversion of investment and capital resources 
away from their most efficient employment. As Federal Reserve System Chairman 
Alan Greenspan stated, “[if] you don’t expense stock options, then you’re getting a 
distorted view as to what the profitability of a particular operation is, and you will 
get a distortion in the allocation of capital.” 15 Many other economic experts that 
have reviewed this issue agree, including former Federal Reserve Chairman (and 
current chairman of the Trustees of the International Accounting Standards Com- 
mittee Foundation) Paul A. Volcker, 16 Nobel Prize winning economists Robert C. 
Merton, 17 and Joseph E. Stiglitz, 18 the Financial Economist Roundtable, 19 the Re- 
publican Staff of the Joint Economic Committee of the US Congress, 20 the Con- 
ference Board Commission on Public Trust and Private Enterprise, 21 and the Con- 
gressional Budget Office. 22 

Many enterprises, including some in the high technology industry, that have vol- 
untarily expensed their employee stock options have requested that the Board man- 
date the expensing of all employee stock options. It is also interesting to note some 
of those enterprises, including Wal-Mart Stores, Inc., Netflix Inc., and Home Depot, 
Inc., have historically offered broad-based stock option plans to many nonexecutive 
employees and have indicated that adopting fair value expensing for all employee 
stock options will not result in a curtailment of those programs. 23 

The third reason the Board decided to add a project to its agenda to address 
issues relating to equity-based compensation was the opportunity to achieve conver- 
gence to a common, high-quality international accounting standard in this area. The 
International Accounting Standards Board (“IASB”) issued a proposal in November 
2002 that would require that all stock options be expensed at their fair value at 
grant date. 24 To maximize the opportunity for international convergence, the FASB 
concluded that it needed to consider the US accounting requirements for equity- 
based compensation concurrently with IASB’s consideration of its proposal. 

The FASB has long been committed to actively working with the IASB and other 
national accounting standard setters to promote international convergence of ac- 
counting standards concurrent with improving the quality of financial reporting. 25 
Both the Act, 26 and the Policy Statement, 27 indicate the support of the US Congress 
and the SEC, respectively, for the FASB’s convergence efforts. 

Since March 2003, the Board has held 38 public meetings to discuss the project. 
Preparations for those meetings included thousands of hours of research on issues 
relating to the project, including the review of the results of many research studies 
on the topic. 


15 Hearing of the Joint Economic Committee, US Congress, on “Economic Outlook” (April 21, 
2004). 

16 Hearing before the Subcommittee on Capital Markets, Insurance and Government Spon- 
sored Enterprises of the Committee on Financial Services, Testimony of Paul A. Volcker (June 
3, 2002), pages 3 and 4. 

17 Hearing on H.R. 3574: Stock Option Accounting Reform Act, Before the Subcommittee on 
Capital Markets, Insurance and Government Sponsored Enterprises of the Committee on Finan- 
cial Services, Summary of Testimony of Robert C. Merton (March 3, 2004), page 2 of 3. 

18 Joseph E. Stiglitz, “The Roaring Nineties” (October 2003), pages 115-139. 

19 Statement of Financial Economist Roundtable on the Controversy over Executive Compensa- 
tion (November 24, 2003). 

20 Joint Economic Committee, Republican Senate Staff, Economic Policy Research, “Under- 
standing the Stock Option Debate,” Report 107-04 (July 9, 2002), page 18. 

21 The Conference Board, “The Commission on Public Trust and Private Enterprise, Findings 
and Recommendations, Part 1: Executive Compensation” (September 17, 2002), page 6. 

22 The Congressional Budget Office, “Accounting for Employee Stock Options,” Section 3 (April 

2003) , pages 4 and 5. 

23 News from Carl Levin, US Senator, Michigan, “Stock Option Roundtable Dismissed as One- 
Sided” (May 8, 2003), page 2; Reed Hastings, “Expense It!” The Wall Street Journal (April 5, 

2004) . 

24 IASB Proposed IFRS, Share-Based Payment (November 2002). 

25 FASB, Rules of Procedure (December 1, 2002, as amended), page 2. 

26 Act, Section 108(a)(2). 

27 Policy Statement, page 4 of 8. 
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In addition, the Board and staff have participated in public and private discus- 
sions about the project with hundreds of individuals, including members of the Fi- 
nancial Accounting Standards Advisory Council, the UAC, the Option Valuation 
Group, 28 and other groups and organizations representing preparers, auditors, and 
users of financial reports. The Board also has conducted field visits with a variety 
of enterprises of various sizes, including small businesses, covering a range of indus- 
tries to discuss issues relating to the project. 

In February 2004, at a public meeting, the Board unanimously agreed to the 
issuance of a proposal for public comment. That proposal was issued on March 31, 
2004, for a 90-day comment period. 29 

The proposal contains a detailed Notice for Recipients encouraging comments on 
over 20 specific issues. Attachment 4 includes the Notice for Recipients and a Sum- 
mary of the key provisions of the proposal. 

WHAT HAS BEEN THE INPUT RECEIVED IN RESPONSE TO THE PROPOSAL? 

Following the issuance of the proposal for public comment the Board has been ac- 
tively meeting with and soliciting input from valuation experts, and users, auditors, 
and preparers of financial reports on issues raised by the proposal. For example, on 
May 11, 2004, at a public meeting the Board discussed the proposal with over twen- 
ty representatives of small and medium-sized businesses at the inaugural meeting 
of the SB AC. 

In addition, the Board held public roundtables on June 24, 2004, in Palo Alto, 
California, and June 29, 2004, in Norwalk, Connecticut. Over seventy individuals 
from a broad range of enterprises, including representatives from the high-tech- 
nology industry, small businesses, valuation experts, compensation consultants, soft- 
ware developers, auditors, financial analysts, institutional investors, professional 
and trade associations, and academics participated at the four half-day public meet- 
ings. 

To date the Board has received thousands of comment letters in response to the 
proposal. Consistent with the FASB’s Rules of Procedures Board members are re- 
quired to read all of the comment letters received. 

The vast majority of the comment letters received in response to the proposal are 
form-like letters. Some of those letters are from employees of several high-tech- 
nology industry companies. While heartfelt in their urging the Board not to do any- 
thing that might result in their employers’ reducing the amount of employee stock 
option grants, they generally do not address the financial accounting and reporting 
issues raised by the proposal. Thousands of other form letters were received from 
union employees and investors expressing unqualified support for the proposal. 

Excluding the form-like letters, we have many other letters from a broad range 
of enterprises, accounting firms, valuation experts, compensation consultants, trade 
and professional associations, and academics. Those letters provide detailed input 
on one or more of the many financial accounting and reporting issues raised by the 
proposal. 

WHAT IS THE CURRENT STATUS OF, AND THE FASB’S PLANS RELATING TO, THE 

PROPOSAL? 

Later this month, the Board plans to begin its public redeliberations of the pro- 
posal. The redeliberations, consistent with the FASB’s Rules of Procedure, will ad- 
dress the key conceptual, measurement, disclosure, and cost-benefit issues raised by 
the proposal. Those issues will include (1) what is the relevant measurement at- 
tribute and relevant measurement date for equity -based compensation; (2) what is 
the appropriate basis for attribution of compensation cost; (3) what disclosures 
should be required; (4) what is the appropriate transition and effective date for the 
new requirements; and (5) what modifications, if any, to the new requirements 
should be made for small businesses. For each of these issues the public redelibera- 
tions will include careful consideration of the comment letters and other input re- 
ceived from all parties. 

The redeliberations also will benefit from the FASB staff and Board’s ongoing dis- 
cussion of the key issues with interested parties from a broad range of perspectives, 
including representatives of small businesses and valuation and compensation ex- 
perts that the FASB will continue to consult with throughout the entire process. As 


28 The Board established the Option Valuation Group to provide information and advice on 
how to improve the guidance in Statement 123 on measuring the fair value of stock options. 
Proposed Statement of Financial Accounting Standards, Share-Based Payment (March 31, 2004), 
paragraph C37. 

29 Id. 
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with virtually all FASB projects, the redeliberations will likely result in a number 
of changes to improve the proposal. 

Only after carefully evaluating all of the key issues and carefully considering the 
input received in response to the proposal will the Board consider whether to issue 
a final standard. No final standard may be issued without approval by a majority 
vote of the Board. 

The Board’s current plans are to issue a final standard in the fourth quarter of 
this year. The Board, however, has no fixed deadline for issuing a final standard 
and will continue its public redeliberations as long as is necessary to develop a high- 
quality and cost-effective accounting standard that will best serve the needs of in- 
vestors, creditors, and other consumers of financial reports. As with all of the 
FASB’s activities, the SEC staff will closely monitor and oversee the Board’s due 
process on this important project. 

SOME OBSERVATIONS ABOUT H.R. 3574 

As many experts have indicated, the provisions of H.R. 3574 are seriously flawed, 
violate fundamental concepts of financial accounting and reporting, and, if enacted, 
would be harmful to the overall capital market system. 30 The Board strongly op- 
poses such an effort to block improvements to the financial accounting and reporting 
for equity-based compensation. That opposition is based on many conceptual and 
technical reasons, including the following. 

First, H.R. 3574 would override the Board’s independent, objective, open, and on- 
going due process to make unbiased decisions on the substance and timing of im- 
provements to the accounting for equity-based compensation. 31 As indicated above, 
such intervention would be in direct conflict with the expressed needs and demands 
of many investors and other users of financial reports. Such intervention also would 
appear to be inconsistent with the language and intent of the Act and the related 
Policy Statement, both of which were intended to enhance the independence of the 
FASB. 

Second, H.R. 3574 would have an adverse impact on the FASB’s efforts to achieve 
timely convergence of high-quality international accounting standards in this impor- 
tant area. As indicated above, such Congressional intervention would appear to be 
inconsistent with the language and intent of the Act and the related Policy State- 
ment, both of which indicate support for the FASB’s convergence efforts. 

Enterprises in 90 countries around the world will begin to report all equity-based 
compensation as an expense, in a manner generally consistent with the proposal, 
beginning on January 1, 2005. 32 Those enterprises will join enterprises in Canada, 
which were required to begin expensing all equity-based compensation, consistent 
with the proposal, beginning in January of this year. 33 Of note, over 350 Canadian 
enterprises, and hundreds of other foreign enterprises that comply with inter- 
national accounting standards, are SEC registrants and are required to file their fi- 
nancial reports in the US. 

Addressing the impact of H.R. 3574 on the independence of the FASB and the 
convergence of accounting standards, The Honorable Paul A. Volcker, Chairman of 
the Trustees of the International Accounting Standards Committee Foundation, 
stated in recent testimony before Congress: 

I suggest that, before acting, Senators and Congressmen ask themselves two 
simple questions: 

“Do I really want to substitute my judgment on an important but highly tech- 
nical accounting principle for the collective judgment of a body carefully con- 
structed to assure professional integrity, relevant experience, and independence 
from parochial and political pressures?” 


30 Letter from Edward Nusbaum, CEO, Grant Thornton LLP, to the Honorable Richard H. 
Baker, US House of Representatives (March 17, 2004), page 4; Hearing on H.R. 3574: Stock Op- 
tion Accounting Reform Act, Before the Subcommittee on Capital Markets, Insurance and Gov- 
ernment Sponsored Enterprises of the Committee on Financial Services, Summary of Testimony 
of Robert C. Merton; see Attachments 2 and 5 for additional comments from experts on H.R. 
3574. 

31 Of note, after appearing to mandate the substance and timing of the accounting for the ex- 
pensing of certain stock options in Section 2, and constraining the substance and timing of any 
existing or future accounting for expensing stock options in Section 3, Section 5 inexplicably 
states that “[njothing in this Act shall be construed to limit the authority over the setting of 
accounting principles by any accounting standard setting body . . .” 

32 International Financial Reporting Standard 2, Share-Based Payment (February 2004). 

33 Stock-Based Compensation and Other Stock-Based Payments , Section 3870 (September 
2003). 
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“Have I taken into account the adverse impact of overruling FASB on the 
carefully constructed effort to meet the need, in a world of globalized finance, 
for a common set of international accounting standards?” 34 

Third, although titled the “Stock Option Accounting Reform Act,” 35 the provisions 
of H.R. 3574 have exactly the opposite effect by essentially preserving, protecting, 
and perpetuating the existing accounting for stock options that have resulted in an 
unlevel playing field favoring certain enterprises that are the greatest users of fixed 
plan employee stock options over other enterprises that have either chosen to com- 
pensate their employees in different ways. 

For example, the provisions of H.R. 3574 would appear to require that only stock 
options granted after December 31, 2004, to the chief executive officer and the four 
other most highly compensated employees of certain SEC registrants be reported as 
compensation expense in those enterprises’ income statements. 36 Thus, if an SEC 
registrant grants stock options to employees other than the top five executives, that 
compensation cost would not be reported in the enterprises’ earnings. 

Moreover, the provisions of H.R. 3574 would appear to require that for purposes 
of determining the “fair value” of the stock options granted to the top five executives 
the “assumed volatility of the underlying stock shall be zero.” 37 It is universally ac- 
cepted that a large part of a stock option’s fair value is the result of volatility of 
the underlying stock price. 38 Thus, the amount of compensation cost for the top five 
executives reported in the enterprises earnings would be substantially less than its 
fair value. 

A recent Washington Post editorial commented on the “top five executives” provi- 
sions of H.R. 3574, stating: 

The second problem with the bill is its illogical content. In the past, oppo- 
nents of expensing options have claimed that the value of options is unknow- 
able. But the House bill abandons that claim by requiring that companies in- 
clude in their profit-and-loss statements the value of options for their top five 
executives. Having conceded that, however, the bill goes on to say that the cost 
of options granted to employees outside the top circle should be left out, imply- 
ing that they cost nothing. But they do not cost nothing. In high-tech compa- 
nies, which grant options generously to middle-ranking employees, the top five 
executives get only a small fraction of the total — less than 5 percent in the case 
of Intel Corp. or Cisco Systems Inc. 

Moreover, the House bill stipulates that companies should use an unorthodox 
method for valuing options that minimizes their worth. If the bill became law, 
the options granted by Intel last year would force it to deduct a modest $3.5 
million from its reported profit — compared with the hefty $991 million it would 
have to deduct under the proposed FASB reform. Cisco, for its part, could report 
$1.1 billion more in profit if the House bill passed. Small wonder that Intel and 
Cisco have led the lobbying charge in favor of the legislation. 39 

The provisions of H.R. 3574 also would appear to exempt certain SEC registrants 
that are “small business issuers” from having to report any compensation expense 
for stock options granted. 40 Similarly, the provisions would also appear to exempt 
certain SEC registrants from having to report any compensation expense for stock 
options granted to employees for three years after an “initial public offering.” 41 In 
both cases, to the extent that a qualifying SEC registrant grants stock options to 
its employees, the amount of compensation cost would be understated in those en- 
terprises” reported earnings. 42 


34 Hearing on Oversight Hearing on Expensing Stock Options: Supporting and Strengthening 
the Independence of the Financial Accounting Standards Board, Before the Subcommittee on Fi- 
nancial Management, the Budget, and International Security of the Committee on Govern- 
mental Affairs, United States Senate, Testimony of The Honorable Paul A. Volcker (April 20, 
2004), page 2 of 2. 

35 H.R. 3574, Section 1. 

36 H.R. 3574, Section 2(m)(l)-(2). 

37 H.R. 3574, Section 2(m)(3XA)-(B). 

38 Hearing on H.R. 3574: Stock Option Accounting Reform Act, Before the Subcommittee on 
Capital Markets, Insurance and Government Sponsored Enterprises of the Committee on Finan- 
cial Services, Summary of Testimony of Robert C. Merton (March 3, 2004), page 2 of 2. 

39 “High-Tech Holdup,” The Washington Post (June 10, 2004), page A18. 

46 H.R. 3574, Section 2(m)(4)(A). 

41 H.R. 3574, Section 2(m)(4)(B). 

42 In commenting on Sections 2(m)(4)(A) and (B), Associated Press, Business Writer, Bruce 
Meyerson stated: “Bizarrely, though the purpose of these two exemptions is to ensure a contin- 
ued source of cheap fuel for smaller businesses to grow, the bill would also grant a free three- 
year pass to Google, an established Internet juggernaut which plans to sell billions worth of 
stock in an initial public offering,” Bruce Meyerson, “Congress threatening to derail stock op- 
tions reform — again,” San Jose Mercury News (June 8, 2004), page 2 of 2. 
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The provisions of H.R. 3574 also would raise a host of practical and implementa- 
tion issues that would likely be very disruptive to enterprises, auditors, and the en- 
tire financial reporting system. As one example, the provisions would appear to pro- 
hibit the SEC from recognizing any accounting standard relating to the expensing 
of stock options unless and until two conditions are met: (1) an economic impact 
study by the Secretary of Commerce and the Secretary of Labor has been completed, 
and (2) the standard prescribes exercise or other settlement date measurement for 
the options granted. 43 

Existing accounting standards prescribe as the preferable method of accounting 
for employee stock options a grant date fair value measurement approach. 44 The 
more than 575 enterprises that have begun voluntarily expensing all employee stock 
options are required to follow the preferable method. 45 That method, however, does 
not encompass an exercise or other settlement date measurement approach as would 
appear to be required by the provisions of H.R. 3574. Thus, the existing voluntary 
expensing of all employee stock options by more than 575 enterprises would no 
longer be permitted. 

In addition, H.R. 3574 has a section entitled “Improved employee stock option 
transparency and reporting disclosures.” 46 The disclosures required under those pro- 
visions, however, are not “more detailed” or as comprehensive as those disclosures 
required under existing generally accepted accounting principles. 47 

Moreover, the H.R. 3574 disclosures fail to include the proposed improvements to 
disclosures contained in the proposal responsive to the requests of many users of 
financial reports, including new and improved disclosures about the related income 
statement and cash flow effects of equity-based payment arrangements. 48 

Finally, and perhaps most importantly, H.R. 3574 would establish a dangerous 
precedent in that it would send a clear and unmistakable signal that Congress is 
willing to directly intervene in the independent, objective, and open accounting 
standard-setting process based on factors other than the pursuit of sound and fair 
financial reporting. That signal would likely prompt others to seek political inter- 
vention in future technical activities of the FASB. In recently commenting on this 
issue, the CFA Institute, whose members include more than 70,000 investment pro- 
fessionals and educators, stated: 

Politicizing the process can only work to destabilize it and will ultimately be 
detrimental to those investors who have the least ability to gather political in- 
fluence. 49 

For all of the above reasons, H.R. 3574 would result in a giant step backwards 
in the recent and ongoing efforts by Congress, the SEC, the FASB, and many other 
parties to restore public confidence and trust in the integrity of financial reporting. 
As Federal Reserve Chairman Alan Greenspan recently indicated, the enactment of 
this proposed legislation “would be a bad mistake for the Congress.” 50 I whole- 
heartedly agree. Speaking not just for the FASB, but for the millions of US inves- 
tors, creditors, and other consumers of financial reports that rely on credible, trans- 
parent, and unbiased financial information, I respectfully urge you to oppose H.R. 
3574. 


CONCLUSION 

In conclusion, let me assure you that you, and the users, auditors, and preparers 
of financial reports, including small business financial reports, can have confidence 
that the Board will carefully consider the input received in response to our proposal. 
That input will be carefully considered in an open, thorough, and objective manner. 
Our ultimate goal is to develop, with oversight by the SEC staff, an accounting 
standard that will faithfully report the underlying economic effects of equity-based 
compensation transactions and, thus, significantly improve the transparency and in- 


43 H.R. 3574, Section 3(a). 

44 Statement of Financial Accounting Standards No. 123, Accounting for Stock-Based Com- 
pensation (October 1995), paragraph 11. 

45 Id .; see Attachment 3 for list of 576 companies that have voluntarily adopted option expens- 
ing under the fair value method. 

46 H.R. 3574, Section 4. 

47 Statement of Financial Accounting Standards No. 148, Accounting for Stock-Based Com- 
pensation — Transition and Disclosure (December 2002), paragraphs 2(e) and 3. 

48 FASB Exposure Draft, Proposed Statement of Financial Accounting Standards, Share-Based 
Payment (March 31, 2004), paragraphs C144-C156. 

49 Letter from Patricia Doran Walters, PhD, CFA, Senior Vice President, Professional Stand- 
ards & Advocacy, CFA Institute, to the Honorable Richard H. Baker and the Honorable Paul 
E. Kanjorski, United States House of Representatives (May 10, 2004), page 3 of 4. 

50 Hearing of the Joint Economic Committee, United States Congress, on “Economic Outlook” 
(April 21, 2004). 
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tegrity of financial reporting in the US. As indicated above, the enactment of H.R. 
3574 would undoubtedly have the exact opposite effect. 

Thank you again, Chairman Stearns. We would welcome the opportunity to re- 
spond to any questions. 

Mr. Stearns. Thank you. 

Mr. White, welcome. 

STATEMENT OF RICK WHITE, PRESIDENT AND CEO, TECHNET, 

CHAIRMAN, INTERNATIONAL EMPLOYEE STOCK OPTIONS 

COALITION 

Mr. White. Thanks very much, Mr. Chairman, Ms. Ranking 
Member, and the other members of the committee. It is great to be 
back in the best subcommittee of the best committee in Congress. 
I see a lot of my old colleagues who have moved up several rows 
since I was here last time. It is really great to be here and great 
to have this seat before you today. 

I am currently the CEO of TechNet, a group of technology execu- 
tives; we are kind of a trade organization for the technology com- 
munity. I am also Chairman of the International Employee Stock 
Options Coalition, which is a group of companies and associations 
representing literally thousands of companies, both technology com- 
panies and other companies that are concerned with the stock op- 
tions issue. 

I guess it is fair to say we frankly don’t care what this committee 
or FASB or any other committee does with executive stock options. 
What we are concerned about, what we do care very deeply about 
is preserving the ability, the reasonable ability, to grant such op- 
tions to rank-and-file workers as many companies have done suc- 
cessfully over the past few years. 

We do support H.R. 3574. I know that is not directly the subject 
of this hearing. I want to address just a couple of points. I have 
submitted some testimony for the record. I appreciate the chair- 
man’s willingness to include that. 

One issue that has come up and several members have men- 
tioned it, and also I think Chairman Herz mentioned it several 
times in his testimony, is whether it is appropriate for the Con- 
gress even to be involved in this effort. I want to make sure that 
people understand how important it is that Congress should be in- 
volved. There are some things that we let experts decide in our so- 
ciety, but there are some things we don’t let them decide. There are 
some good reasons for that. We let engineers decide how to get a 
spaceship to the Moon, we let lawyers decide how a contract should 
be written, but we don’t let them decide whether we go to the 
Moon, we don’t let them decide whether a contract should be 
formed. Those are decisions that we reserve to others. 

The reason is that experts are great in their specific area of ex- 
pertise but sometimes that high expertise may prevent them from 
focusing on the bigger picture. I would submit that is really the 
problem we have here. That is the situation I think Mr. Herz finds 
himself in, one that is totally understandable given his position. If 
you listen to Mr. Herz’ testimony and follow this issue, he will tell 
you basically two things. No. 1, accounting should be set by the 
FASB because they are the experts on accounting and Congress 
should stay out of that effort. I think he has said that today. That 
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is certainly understandable from his perspective. But he will also 
tell you that accountants make up FASB, they understand account- 
ing issues but they really don’t understand or don’t focus on any- 
thing having to do with the U.S. economy, and FASB will not con- 
sider, and I can give you 20 places where he has made this com- 
ment, will not consider the impact on the U.S. economy of whatever 
accounting standard it decides to implement. That is not in their 
expertise. He is absolutely correct. So they won’t consider that. 

But you put those two comments together and I think it reveals 
a flaw at least in the way that Chairman Herz looks at our system. 
He basically means we can set any accounting standard we want 
but there is nobody in the chain of command who has the oppor- 
tunity to decide whether there is going to be a negative effect on 
the economy. I would submit to you that that is not a principle that 
this committee can live with. Congress has delegated to the SEC 
the right to establish accounting standards but not as a goal in 
itself. The point of accounting standards are to accomplish things 
that this committee thinks is important, not just to further ac- 
counting theory. I would submit to you that if the FASB came up 
with an accounting theory that made sense to accounting profes- 
sors but had a really negative impact on the economy, that is some- 
thing this committee would want to look at. You wouldn’t want to 
let them do something that was esoteric and arcane and may make 
sense for accounting reasons but had a big impact on economy. 
That is something you would not want to happen. 

By the same token, if Mr. Herz’ committee came up with a stand- 
ard for some reason that made a lot of sense to accounting profes- 
sors but really was so complicated that it could only be understood 
by experts in accounting, I think we have all seen examples where 
experts sometimes tend in that direction, but if it couldn’t be un- 
derstood by the individual investor, the average investor, I suggest 
that this committee would be concerned about that. We want a sys- 
tem in our country where not just experts but individual investors, 
the common individual investor, can understand what accounting 
statements are all about. I think the committee would be within its 
rights to get involved in a case where that happened, and I would 
submit to you that we are in a case right here where both those 
things have happened and where it is very important for you to get 
involved. 

Let me spend just a minute on each one, then I will stop so you 
can ask questions. From an economics perspective, let me make 
sure you understand the basics of our objection. If there are two 
companies out there, one of them owned by the chairman and one 
of them owned by the ranking member, that had the exact same 
financial performance but let’s say the chairman kind of did the 
wrong thing and only allowed the top executive to have stock op- 
tions and the ranking member decided to do the right thing, which 
most of us here I think would agree with, and let every employee 
share in the ownership of the company, even though those compa- 
nies had the same financial performance, even though they had the 
same amount of money in the bank, even though there was no dif- 
ference in the actual assets or debits owned by the corporation, the 
company owned by the ranking member would look worse every 
month, every earnings report would always look worse than the 
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company owned by the chairman, who actually did the wrong 
thing. So if we adopted the approach that FASB is suggesting to 
us we are basically penalizing companies every quarter for doing 
what we would like them to do, which is to let their employees 
have a piece of ownership of the company. It is a public policy in- 
centive that is 180 degrees from what it should be. I think that is 
one of the things we are concerned about. 

From an investors’ standpoint I think you should understand 
that while there definitely is some difference of opinion on whether 
we should expense things in the first place, and I think Mr. Mayer 
may talk a little bit about some of those accounting issues, there 
really isn’t any disagreement that any valuation we come up with 
for these stock options is going to be a very complicated formula 
and won’t really correspond to reality. It may make sense from an 
abstract theoretical perspective, I think FASB would tell you that 
in this situation any number is better than zero, but I can tell you 
that if you take a number that goes through a formula, it is very 
complicated, some people think it is better than zero, and you de- 
duct it from a company’s earnings, the company still has the same 
amount of money in the bank, still is doing the same thing, but its 
earnings look a lot different than they would in another accounting 
situation. While Mr. Herz may well understand that and maybe 
the experts on Wall Street understand that and maybe the institu- 
tional investors have people who can re-engineer this formula and 
back this number out so they can see what the real economic per- 
formance is, the average investor on the street won’t have that 
ability. 

So I would say that the two biggest criticisms that we have are 
the very negative economic impact and the difficulty for the aver- 
age investor to be able to have transparency in what is going on. 
We are going to end up with financial statements that distort what 
most people would consider the real economic performance of the 
company. That might make sense if there were a clear accounting 
consensus and there was a clear way to do it and everybody 
thought it had to be done. That is not the case. We are in a situa- 
tion where there is a lot of controversy, and so it doesn’t really 
make sense to go down this path. 

I will reserve the rest of my remarks for questions, but thank 
you so much, Mr. Chairman. 

[The prepared statement of Rick White follows:] 

July 8, 2004 

The Honorable Cliff Stearns 
Chairman 

Commerce, Trade, and Consumer Protection Subcommittee of the 
Committee on Energy and Commerce 
2125 Russell House Office Building 
Washington, DC 20510 

Dear Mr. Chairman: Thank you for the opportunity to submit testimony on the 
vitally important issue of accounting for employee stock options and to voice 
TechNet’s strong support for H.R. 3574, the Stock Option Accounting Reform Act 
of 2003. 

The Technology Network, or TechNet, is a national network representing 200 of 
the nation’s leading companies in the fields of information technology, biotechnology, 
venture capital, investment banking and law. We are proud of the role that our in- 
dustries have played in the growth of the U.S. economy, due in large part to the 
use of broad-based stock option plans to attract and retain talented employees. 
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For many technical and public policy reasons, TechNet strongly supports H.R. 
3574. By protecting broad-based stock option plans while requiring expensing of op- 
tions granted to senior corporate officers, H.R. 3574 represents a compromise that 
protects American workers while addressing concerns about senior executive com- 
pensation. 

Most important, the legislation will preserve broad-based employee ownership, 
embodied in the 14 million American workers or 13 percent of the private sector 
workforce who hold employee stock options. 94 percent of these stock option holders 
consider themselves to be middle class, lower class or working class. 

The Financial Accounting Standards Board (FASB) has proposed mandatory ex- 
pensing of employee stock options using valuation methods that will significantly 
distort financial statements in a way that threatens this trend toward broad-based 
employee ownership. Mandatory expensing using the Black-Scholes or binomial 
valuation models, as proposed by the FASB, will result in gross overvaluation of em- 
ployee stock options. The resulting inaccuracies will have a tremendous negative im- 
pact on the financial statements of companies that grant options broadly. If the 
FASB proposal is enacted, these companies will have little choice but to severely 
curtail or eliminate stock options to rank-and-file employees. 

The Stock Option Accounting Reform Act protects rank-and-file American employ- 
ees and preserves the broad-based employee ownership that has been the hallmark 
of the technology industries and many other innovative companies. 

H.R. 3574 also preserves our nation’s international economic competitiveness. At 
a time when Congress is focused on domestic job creation, mandated expensing 
threatens U.S. innovation and economic growth. All while many of our foreign com- 
petitors are accelerating efforts to offer stock options without mandated expensing. 

TechNet believes it is critical that Congress support this legislation and not stand 
by while the FASB creates regulations that could have significant negative economic 
ramifications. The FASB is engaged, perhaps inadvertently, in changing a long- 
standing accounting policy that has enabled employee ownership, innovation and 
entrepreneurship to thrive in American businesses. The FASB’s accounting regula- 
tions will have a significant negative impact on economic policy in this country. 
Under the guise of an accounting standard, the FASB is taking action that will 
bring the U.S. economic model closer to that of Europe — an environment that dis- 
courages employee ownership and fails to spur innovation and entrepreneurship. 
The American ownership culture is one of our greatest competitive advantages as 
a nation. 

The Stock Option Accounting Reform Act does not dictate accounting standards. 
The legislation preserves the American culture and tradition of broad-based em- 
ployee ownership, innovation, hard work and new ideas. It simply returns to Con- 
gress the prerogative to set economic policy. 

TechNet also believes strongly that mandatory expensing of all employee stock op- 
tions, as proposed by the FASB, is bad accounting. We have met with the FASB 
to express our strong concerns with their proposal on a technical level, although 
with no impact. 

We believe there is a strong technical record that demonstrates that employee 
stock options do not represent a corporate expense. There is also a strong technical 
record asserting that use of the Black-Scholes or binomial models, as proposed by 
the FASB, will result in inaccurate, unreliable and inconsistent measurement of the 
fair value of employee stock options. 

Existing option pricing models were created to value market-traded options, which 
have very different characteristics than employee options. The unique features of 
employee stock options are not accounted for under the Black-Scholes or binomial 
models. As a result, the FASB’s proposal will require a wide range of subjective 
judgments and estimates, resulting in widely divergent results depending on the 
subjective assumptions a company makes. Even Dr. Mark Rubinstein, Ph.D. of Fi- 
nance at U.C. Berkeley’s Haas School of Business, and a creator of the binomial 
model, raised these concerns about his own model when he testified before the 
FASB. 

I have attached for the record several documents which describe in detail the 
technical problems inherent in mandatory expensing under the FASB’s proposal. 

In summary, we strongly urge Members of the Committee to support the Stock 
Option Accounting Reform Act, H.R. 3574. This legislation supports broad-based em- 
ployee ownership, hard work and innovation. H.R. 3574 is a critical economic policy 
approach and we urge the Congress to support it. 

Sincerely, 


Rick White 

President and CEO of TechNet 
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June 29, 2004 

Ms. Suzanne Bielstein 
Director of Major Projects 
Financial Accounting Standards Board 
401 Merritt 7 
P.O. Box 5116 

Norwalk, Connecticut 06856-5116 

Re: Proposed SFAS — File Reference No. 1102-100 

Dear Ms. Bielstein: On behalf of the members of The Technology Network 
(“TechNet”), thank you for the opportunity to submit comments in response to the 
Proposed Statement of Financial Accounting Standards, Share-Based Payment, an 
Amendment of FASB Statements No. 123 and 95. We appreciate the opportunity to 
offer our views on this important matter. 

TechNet is a national network of 200 chief executive officers and senior partners 
of the nation’s leading companies in the fields of information technology, bio- 
technology, venture capital, investment banking and law. We are proud of the role 
that our industries have played in the growth of the U.S. economy, due in large part 
to the use of broad-based stock option and other equity-based incentive plans to at- 
tract and retain talented employees. Many TechNet members maintain broad-based 
employee stock option programs. By giving employees at all levels a chance to share 
in their company’s financial success through equity ownership, broad-based stock 
option plans boost productivity and are essential to America’s competitiveness and 
economic growth. 

For reasons discussed in this letter, TechNet has serious concerns with the 
Board’s proposal to require mandatory expensing of employee stock options. We be- 
lieve that the Board’s proposal would result in financial statements that substan- 
tially overstate the value of employee stock options, providing less clarity and com- 
parability to investors. Because of this substantial overvaluation, the proposal would 
make it prohibitive to offer broad-based stock option plans, encouraging companies 
to concentrate share ownership in the hands of senior executives. 

The following addresses specific issues on which the Board seeks comment. 

I. RECOGNITION OF COMPENSATION COST 
Employee stock options do not constitute an expense. 

We fundamentally disagree with the Board’s premise that employee stock options 
constitute a corporate expense. The issuance of stock options does not result in a 
corporate level cost that impacts net income. 

Employee stock options do not represent payment for goods or services received. 
Rather, employee stock options represent an opportunity for employees to share 
ownership in the enterprise for the purpose of increasing shareholder value. They 
are an employee-retention device, granted with a prospective view of future employ- 
ment. A promise to issue employee stock options in return for a promise to provide 
services in the future in no way meets the definition of a liability. The issuance of 
an employee stock option results in: 

• No outflow or consumption of corporate assets; 

• No decline in the value of corporate assets; 

• No creation of a liability representing actual or expected cash outflows; 

Employee stock options have a contingent or hypothetical value to the employee 

who receives them. However, this value is not realizable at the time of grant and 
employee stock options cannot be converted into cash by either the employee or the 
corporation. In fact, in many cases, this potential value is never realized. Further, 
in any event, employee stock options will never result in the expenditure of cash 
by the company but, in fact, have the potential to provide cash flow to the company. 
Just as revenues or gains are not recognized until they are realized or realizable, 
the grant of an employee stock option that has no realizable cost should not be con- 
sidered an expense to the corporation. 

We further believe that requiring a fictional income statement impact for a trans- 
action that takes place wholly within the balance sheet is insupportable. Unlike a 
fixed asset, the cost of which is an expense that is recognized over its useful life, 
employee stock options do not generate an expense that should be recognized either 
immediately or over time in the income statement. In fact, employee stock options 
cannot be converted into cash and to the extent employee stock options are ulti- 
mately exercised, corporate assets are increased by the amount of cash that the em- 
ployee must pay to exercise the option. 

Expensing stock options will also result in balance sheet entries that give a gross- 
ly distorted view of a company’s capital structure. When employee stock options are 
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expensed, the value of those options increases a company’s paid-in capital in the eq- 
uity section of the balance sheet by a phantom number. The company’s capital struc- 
ture appears altered although no money has changed hands and no stock has actu- 
ally been issued, or may ever be issued. Further, because the increased expense has 
impacted the company’s net income and therefore its retained earnings, the balance 
sheet is further distorted. The equity section of a balance sheet should represent 
real dollars invested in the equity of the company. Expensing will not only corrupt 
income statements, it will serve to distort already complex balance sheets, to the 
detriment of investors. 

Recent studies of employee stock options and compensation at a comprehensive 
sampling of companies provides further evidence that stock options are not com- 
pensation in that they are generally not viewed by the employee or employer as 
compensation for labor performed and are not granted in lieu of salary compensa- 
tion. In their book, In the Company of Owners: The Truth About Stock Options And 
Why Every Employee Should Have Them, Rutgers University Professors Joseph 
Blasi and Douglas Kruse found that, in the companies examined, average employees 
who held options were paid competitive wages and benefits irrespective of any op- 
tions held. Options instead represent “capital income” that workers receive for shar- 
ing the risk of ownership in the corporation. 

Some have argued that a corporation incurs an opportunity cost in issuing em- 
ployee stock options, but generally accepted accounting principles have not required 
the recognition of opportunity costs. Reliable calculation of the opportunity cost as- 
sociated with the issuance of stock options would clearly be impossible. And, indeed, 
to do so would lead to confusing results. 

If employee stock options are considered an expense on the basis of opportunity 
costs, then companies should be able to account for the economic benefits that result 
from employee ownership. Amending GAAP to incorporate such costs or benefits 
into the financial statement would clearly lead to distortions, inaccuracies and in- 
vestor confusion. 

Any cost that may exist with respect to shares or options issued to employees re- 
sults from the potential dilution of each investor’s share of company ownership, 
which may increase when options are granted. This cost is already reflected in the 
income statement in the earnings per share (EPS) calculation. Reducing net income 
when employee stock options are granted will result in an inaccurate “double 
charge” in the financial statements. 

Because the potential “cost” of issuing employee stock options is borne by existing 
shareholders in the form of potential dilution, we believe that the most appropriate 
way to reflect the so-called “cost” of employee stock options is through consistent 
and extensive disclosures of data regarding shareholder dilution. 

The Board has suggested that financial statements include a range of subjective 
estimates and that the estimated valuation of employee stock options is no different. 
We firmly disagree with this view. The subjective nature of the inputs into the 
Board’s proposed option valuation formulas, the unpredictable nature of factors re- 
lated to employee stock options and the resulting challenges in arriving at an accu- 
rate valuation are unique to employee stock options. 

Admittedly, there are uncertainties involved in measurement of other items in- 
cluded in financial statements including depreciation, pension and other retirement 
benefits and even stock options granted to third parties as compensation for prior 
work performed. All of these examples, however, involve costs that can be valued 
and assigned a definite out-of-pocket expense; or are subject to later truing up. De- 
preciation estimates, for example, merely represent timing issues; the cost of equip- 
ment purchased is a readily determined number. Work performed by third parties 
can also be assigned a market value. In the case of pension costs, companies are 
required to estimate total cost, but these estimates are trued up to reflect actual 
costs. 

In contrast, there is no reliable way to estimate the value of employee stock op- 
tions and the Board’s proposal does not provide an opportunity to correct results to 
the extent they prove wrong. 

The longstanding approach embodied in FASB Statement No. 123 is an ap- 
propriate method of accounting for stock options. 

We believe that the approach embodied in Statement 123 is an appropriate meth- 
od of accounting for stock options. Statement 123 recognizes that there is not con- 
sensus on whether employee stock options constitute an expense. For all investors, 
Statement 123 provides relevant information and supports the public policy goal of 
fostering broad-based stock option plans. 

Investors and accounting experts have expressed considerable doubt about the ac- 
curacy of existing valuation methods include those proposed by the Board. Man- 
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dating that a distorted charge be incorporated into financial statements will result 
in significantly less clarity, consistency and reliability in financial statements. The 
established approach required by Statement 123 enables investors who consider the 
“compensation cost” a meaningful number to easily discern a hypothetical com- 
pensation charge and its impact on the financial statement. 

Those who consider the “compensation cost” meaningless may ignore that cost. 

II. MEASUREMENT ATTRIBUTE AND MEASUREMENT DATE 

The grant date of the option is the appropriate date for public companies 
to measure the compensation cost of employee stock options 

Current stock option accounting rules require that if employee stock options are 
expensed, they must be expensed at the date they are granted to the employee. Not- 
withstanding our position that employee stock options do not represent an expense, 
grant date is the correct valuation date because it is when the employer and the 
employee agree to the terms of the stock option award. 

Exercise date accounting permits reliance on an actual value, rather than esti- 
mates. However, it would produce substantial swings in net income based on vola- 
tility of the underlying stock. In addition, it would have the perverse result of cre- 
ating a higher expense when the stock performs well. If employee stock options were 
expensed at exercise, the better a company is at increasing shareholder value, the 
worse its reported earnings would be. 

The Board previously considered and rejected expensing employee stock options 
at the date they are exercised. FASB also rejected the view that if employee stock 
options were expensed at exercise, the “cost” of the option would be the difference 
between the market price of the stock and the amount paid by the employee on the 
date the option is exercised. More recently, the International Accounting Standards 
Board concluded that employee stock options that are expensed, must be expensed 
on the grant date. 

We believe that this issue has been thoroughly examined and that the Financial 
Accounting Standards Board and International Accounting Standards Board 
reached the appropriate conclusion in determining that employee stock options 
should be valued at grant date. Nevertheless, as discussed below, we believe the 
Board’s current proposal is unworkable on any basis including a grant-date basis. 

III. FAIR VALUE MEASUREMENT 

Use of the Black-Scholes, lattice or binomial option pricing models will not 
result in accurate, reliable or consistent measurement of the fair value 
of employee stock options. 

We concur with the Board’s view that the fair value measurement should be based 
on observable market prices of identical or similar instruments in active markets. 
We do not believe, however, that estimates of fair value arrived at using existing 
option pricing models will be accurate and reliable. We also do not believe the Board 
has provided sufficient guidance to “ensure that the fair value measurement objec- 
tive is applied with reasonable consistency.” 

Current option pricing models, including the Black-Scholes model and the lattice 
or binomial models, do not “reflectf ] any and all substantive characteristics” of an 
employee stock option. Each of these models was created to value market-traded op- 
tions. Specifically, these models do not factor in the lack of transferability of em- 
ployee stock options, as discussed below in the response to the Board’s proposal rel- 
ative to expected life. As a result, both option pricing models result in substantial 
over-inflation of the value of employee stock options. The result is a material distor- 
tion of financial statements and a negative impact on the quality of financial report- 
ing. 

The Black-Scholes model, in particular, has been widely discredited as a reliable 
method of valuing employee stock options. The Black-Scholes model was designed 
to value short-term, freely tradable stock options, which have very different charac- 
teristics than employee options. Many of the unique features of employee stock op- 
tions are not accounted for by the Black-Scholes model. As a result, companies that 
utilize this model must factor a wide range of subjective judgments and assumptions 
into a complex valuation formula. Predictions of a range of variables, including in- 
terest rates, stock volatility, and employee exercise behavior will determine the out- 
come of these calculations, resulting in widely divergent results depending on the 
subjective assumptions a company makes. The results will be unreliable and will 
defy comparability. 

We commend the Board’s apparent recognition that the Black-Scholes model has 
limitations when valuing employee stock options, reflected in the Board’s preference 
for binomial models. However, binomial models do not address the shortcomings of 
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the Black-Scholes method. While the Black-Scholes method is designed to value 
traded options and has known limitations with respect to valuation of employee 
stock options, other existing valuation models have similar deficiencies. The Black- 
Scholes and binomial models essentially rely on the same variables: stock price, ex- 
ercise price, time to exercise, risk-free rate of return and expected volatility of the 
underlying stock. As with the Black-Scholes model, volatility is the key input and 
is difficult to predict. 

In addition, these existing option valuation models were designed to value freely 
transferable options, yet there are significant restrictions on the transferability of 
employee stock options. Employee stock options cannot be bought, sold or pledged. 
The Black-Scholes and binomial models do not incorporate a lack of marketability 
discount to address such restrictions. 

Further, the Black-Scholes and binomial models were designed for options that 
are exercisable only upon expiration. Employee stock options, in contrast, typically 
have long vesting requirements of up to 10 years and are then exercisable for a pe- 
riod of time, but are worthless if the employee terminates employment prior to vest- 
ing. The Board’s proposed option pricing models do not accurately account for these 
factors. 

The Board’s proposal also does not take into account restrictions that exist during 
the vesting period, on the basis that only instruments that vest are ultimately ex- 
pensed. Again, however, a failure to discount for vesting restrictions overstates the 
potential value of an employee stock option. 

Any potential value of employee stock options is also significantly reduced — and 
made difficult to estimate — by the imposition of blackout periods or trading restric- 
tions on employees. Many companies prevent trading of employee stock options 
based on events such as product breakthroughs or major announcements. These 
blackout periods vary by individual company and by individual employee, restricting 
options exercise and trading opportunities for significant periods of the year. As a 
result, the potential value of employee stock options is reduced and made substan- 
tially more difficult to estimate. 

In short, although the binomial models may have theoretical advantages over the 
Black-Scholes method, in practice, they suffer from similar shortcomings. Binomial 
models contain a complex series of subjective inputs, and values calculated are 
greatly influenced by the many assumptions and choices made. Investors and other 
users of financial statements will have no way to understand the complex process 
of arriving at employee stock option valuations, nor will they be able to interpret 
or compare the resulting financial statements. 

Volatility estimates have a material negative impact on financial state- 
ments that do not accurately reflect a company’s actual financial per- 
formance. 

The Board seeks comment on whether a specific method for estimating volatility 
should be used and if so, what method should be used and why. We believe that 
current option pricing models, including those proposed by the Board, favor compa- 
nies in non-volatile industries and penalize companies in highly volatile industries. 
In addition, these models do not produce reliable and comparable results in large 
part because they require assumptions of expected volatility. 

The Black-Scholes and binomial valuation models create a disadvantage for com- 
panies in volatile industries. Assuming stock price and other terms are the same, 
if the stock price is declining in the volatile market and staying constant in the non- 
volatile market, the option value will be significantly higher for the company in the 
volatile market, under the Black-Scholes formula. 

In addition to creating a disadvantage for companies in volatile industries, the 
Board’s proposal requires estimates of long-term volatility, inherently unreliable fig- 
ures. The volatility of the underlying stock expected over the life of the option, up 
to ten years, is perhaps the most significant prediction that must be incorporated 
into option pricing models. Volatility estimates have the potential to result in sub- 
stantial swings in stock option valuation yet corporate estimates of future stock vol- 
atility truly represent efforts to predict the future. 

Rather than rely on historical volatility, the Exposure Draft requires companies 
in most instances to consider the extent to which “future experience is reasonably 
expected to differ from historical experience.” Companies are further required to es- 
timate future volatility over the life of the option, up to 10 years in the future. 

Wide shifts in volatility are a unique feature of technology and high-growth com- 
panies, in contrast to many other sectors of the economy with more predictable per- 
formance characteristics. The high technology and biotechnology industries are sub- 
ject to significant swings in volatility due to patterns of scientific breakthrough and 
innovation that uniquely characterize these industries. Furthermore, these techno- 
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logical and scientific breakthroughs or setbacks by a company — or by its competi- 
tors — are impossible to predict. 

These unpredictable events also have an unpredictable impact on volatility. Expe- 
rience illustrates that positive events, including strong test results, regulatory ap- 
provals and technology breakthroughs, can but do not always increase volatility. In 
addition, macroeconomic variables and general market conditions also positively or 
negatively impact volatility. Finally, the start and end dates or time period used to 
calculate volatility as well as the number of data points used can significantly im- 
pact the resulting volatility estimate. In short, events and their impact on volatility 
are not possible to predict and positive or negative events can instantly make obso- 
lete any valuation assumptions made at grant date. 

Incorrectly estimating the impact of volatility can cause option valuation and ex- 
penses to fluctuate significantly. For example, using the Black-Scholes formula and 
making reasonable assumptions about stock price, option life, risk free rate of re- 
turn and number of option grants per year, an estimated volatility of 60 percent 
yields an estimated options expense number that is almost 100 percent greater than 
the expense number that results from a 40 percent estimated volatility. Changes in 
volatility estimates have a dramatic, material change in employee stock options ex- 
pense, reported earnings and potentially to stock price. 

Without a consistent or standardized method of estimating expected volatilities, 
similar companies can generate significantly different expense results. Estimates or 
predictions of volatility based on events a decade in the future and any valuation 
based thereon will clearly be unreliable, except in the case of companies that grant 
stock options sparingly (any expense number would be immaterial for companies 
with limited option programs). We urge the Board not to adopt a proposal that will 
create an unequal playing field by penalizing industries that experience high stock 
volatility. 

Employee exercise behavior is another significant factor that cannot be ac- 
curately estimated. 

The Board’s proposal permits use of expected option term rather than maximum 
term as a means of addressing the absence of a market for employee stock options. 
The Board’s proposal, however, would require companies to forecast employee exer- 
cise behavior. Many variables impact employee decisions to exercise stock options, 
including vesting horizon, option term, magnitude of in-the-money position, and the 
portfolio of options that the employee can exercise in the near and long-terms. In 
addition, employee exercise behavior differs based on job classification levels, gender 
and age, restrictions on trading due to blackout periods and closed trading windows, 
and a range of other factors. Personal decision-making based on individual expecta- 
tions and needs is virtually impossible to predict, yet the Board’s proposal would 
require such estimates. 

The unique attributes of employee stock options are not taken into account 
by the Board’s proposal resulting in overstatement of the value of em- 
ployee stock option grants. 

The Board’s proposed valuation models do not provide a sufficient discount for the 
unique features of employee stock options. Shortening the life of an option by ad- 
justing the contractual terms for expected early exercise and post-vesting employ- 
ment behavior does not adequately account for the non-transferability attribute and 
other unique features of employee stock options, resulting in overstatement of the 
value of employee stock options. 

Adjusting the “life” of the option from the contractual life may account in part 
for the fact that employee stock options vest. However, this adjustment does not ad- 
dress the other restrictions that exist including the fact that an option cannot be 
transferred, hedged, pledged, or sold. As a result, many options expire unexercised 
because an employee left a company before the options had vested or because the 
option price was above the price of the stock when the options became exercisable. 
In short, the option pricing models proposed by the Board do not address these fea- 
tures of employee stock options and thus will result in significant over-inflation of 
the value of employee stock options. 

As a result of these shortcomings, current option pricing models, including those 
proposed by the Board, allow a corporation to come up with huge differences in the 
expense number depending on the inputs that are used. By failing to account for 
the restrictions and other characteristics of employee stock options, current option 
pricing models produce unreliable and misleading results that overstate the value 
of employee stock option grants, particularly with respect to companies in volatile 
industries. 
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A recent study confirmed that the Black-Scholes model systematically overstates 
the value of employee stock option grants. 1 In a detailed study of the leading valu- 
ation models applied to an actual set of employee stock option grants covering 403 
million options granted by nine major U.S. companies, the Black-Scholes model con- 
sistently overstated the value of the option grants. The authors of the study cited 
the failure of the Black-Scholes model to consider the unique features of employee 
stock options. 

The Board’s proposal does not provide sufficient flexibility to permit the 
use of new option pricing models when and if developed. 

The Exposure Draft indicates that the Board seeks to adopt a flexible standard 
that will permit the use of new option pricing models when, and if, developed. We 
are concerned, however, that the Board’s proposed standard appears to preclude the 
use of any model that is not based on the Black-Scholes model or a lattice model. 
Not only must any model used rely on the Black-Scholes inputs, but the Board’s pro- 
posal refers only to lattice and closed and models such as Black Scholes and there 
is no clear guidance on the use of alternative models once developed. We are con- 
cerned that, as a practical matter, new models could not be used unless they were 
derivations of Black-Scholes or binomial models. 

We have significant concerns about the Board’s proposal to require options 
that vest on a graded schedule to be valued and accounted for sepa- 
rately. 

In essence, the Board’s proposal would require that where options vest on a “grad- 
ed schedule,” that each set of options constitutes a separate award that must be val- 
ued separately and accounted for separately. Additional issuances to, for example, 
new employees, also would presumably have to be accounted for separately to the 
extent they were issued other than on a company-wide grant date. The result would 
be multiple valuations for the same option grant and unnecessary complexity result- 
ing in major implementation costs and challenges. 

In addition, this approach will result in inappropriate front-loading of the option 
expense. Under the Board’s proposal, the expense of new option grants is based on 
“graded vesting” which accelerates the expense in the early years. Thus, there is 
likely to be a greater financial statement impact, or front-loading of the expense, 
in the first few years as each year will carry a ratable piece of the historical grants 
and an accelerated portion of the new grants. This would be extremely difficult to 
administer and impact comparability of financial statements. 

The Board’s proposed transition rules would result in unreliable and in- 
comparable financial statements. 

We are concerned that the Board’s proposal will result in a significant lack of 
comparability due to the inconsistent treatment of new option grants versus prior 
option grants. The Board’s proposal would require unvested options to be expensed 
based on the Black-Scholes value that was contained in prior footnote disclosures. 
Newly issued options, in contrast, would be valued based on the new standard. As 
a result, during the transition period, outstanding options would be valued in radi- 
cally different ways. 

In addition, estimates of the value of grants made in prior years using the Black- 
Scholes method will, under this proposal, impact financial statements going forward 
despite recognition that these “values” are overstated. The result will be highly con- 
fusing for investors, particularly in the case of companies that offer broad-based 
plans. 

We believe that the Board’s proposal will have a significant, negative im- 
pact on emerging growth companies and other non-public entities. 

We are particularly concerned about the impact of the Board’s proposal on non- 
public companies given the importance of employee stock options to the success of 
emerging growth companies and the reliance of such companies on stock options to 
attract, retain and incentivize employees. Further, we believe that the subjectivity 
and unpredictability of the estimates required by the Board’s proposal is exacer- 
bated in the case of non-public companies. 

All of the arguments outlined above apply to non-public companies. In fact, such 
companies will face heightened challenges in estimating the volatility of the stock 
that underlies the employee stock option and for which there is no market. There 
is no reliable data to measure volatility for most non-public companies. Estimates 
based on market volatility will not be reliable because company volatility is often 


1 “Valuing Employee Stock Options: A Comparison of Alternative Models,” Analysis Group/Ec- 
onomics for Financial Executives Research Foundation. 
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not comparable to industry volatility. In addition, venture-backed companies often 
establish new industries with unpredictable volatilities. 

The Board’s proposal states that, where it is impossible to estimate the fair value 
of employee stock options, companies be required to use an “intrinsic value” method 
where the value is adjusted each reporting period. Non-public entities may also elect 
this method. We have concerns regarding the Board’s proposed use of an “intrinsic 
value” method in which the value of employee stock options is adjusted each report- 
ing period. 

This approach will, in effect, bring the stock price directly into the income state- 
ment. The expense associated with employee stock options will increase or decrease 
each quarter depending on changes in the price of the underlying stock. Under this 
approach, it is conceivable that the expense might even be negative in some cases. 

In previous examinations of the expensing issue, the Board determined that meas- 
uring volatility would be too difficult, resulting in the current use of the minimum 
value method for non-public companies. We believe that estimating future volatility 
for new, non-public entities remains a significant challenge and we urge the Board 
not to require this approach. 

A one-year extension of the effective date is not sufficient to address these con- 
cerns. The substantial compliance costs that would be imposed on non-public compa- 
nies would far outweigh any possibly perceived benefits resulting from a mandatory 
expensing standard. 

The Board should conduct extensive field-testing of proposed option pric- 
ing models prior to adoption of any final standard. 

There are fundamental differences of opinion within the accounting community on 
the threshold issue of whether employee stock options constitute an expense. There 
is widespread agreement among accounting experts and in the business community, 
however, that current valuation models will not product accurate, reliable and con- 
sistent results. As a result, we strongly urge the Board to require field-testing of 
any proposed option pricing models prior to the adoption of any final standard. 

Field-testing should be comprehensive and enable the financial officers and man- 
agement of companies to make and test real-life assumptions to determine whether 
these models can produce reliable and comparable results. Further, we believe that 
the results arrived at through field-testing should be used to develop footnote disclo- 
sures until it can be determined that they provide accurate and reliable results. If, 
based on sufficient field-testing data, it is determined that the Board’s proposed 
models provide credible, transparent, consistent, comparable and unbiased informa- 
tion, and that the footnote disclosure has not addressed investor needs, then the 
valuation of stock options on the face of the financial statements should be consid- 
ered. There is ample precedent for field-testing in cases such as this, in which a 
long-standing method of accounting is replaced with a newer, untested approach. 

The Exposure Draft and resulting standard will not increase clarity or 
comparability for companies or investors. 

We support the Board’s stated goal of issuing “financial accounting standards that 
can be read and understood by those possessing a reasonable level of accounting 
knowledge, a reasonable understanding of the business and economic activities cov- 
ered by the accounting standard, and a willingness to study the standard with rea- 
sonable diligence.” We feel strongly, however, that the proposed Statement will not 
achieve this objective. 

On the contrary, as detailed in this letter, we believe that the Board’s proposal 
would establish a standard that significantly reduces the reliability, comparability 
and clarity of financial statements for companies and investors. We believe that the 
proposed standard would impose significant burdens on companies, particularly 
smaller companies, related to compliance and auditing. Further, we believe the 
standard is so complex and subjective as to produce financial statements that can- 
not readily be understood or compared across industries or over time by the average 
investor. 

The Board’s proposal will have a negative impact on the ability of compa- 
nies to offer Employee Stock Purchase Plans. 

The Board has taken the position that any Employee Stock Purchase Plan (ESPP) 
is compensatory, and an expense must be recognized, unless all holders of the same 
class of stock are entitled to purchase shares of stock on no less favorable terms 
than the employee. The proposal thus requires companies to treat as an expense the 
discount given to employees when they purchase shares under these plans. 

Employee stock purchase plans are an important benefit to American workers. 
More than 15 million workers at 4,000 public companies across the United States 
participate in ESPPs. We are concerned that the likely result of the Board’s pro- 



59 


posal will be the reduction or elimination of one of the primary savings vehicles for 
millions of average American employees. 

rv. ECONOMIC POLICY IMPLICATIONS OF THE BOARD’S PROPOSAL 

Mandatory expensing will threaten the trend toward broad-based employee 
ownership 

Increasingly, employee stock options are being offered by companies in a range 
of industries and the clear national trend has been toward increased employee own- 
ership particularly among non-managers. Data from the National Center for Em- 
ployee Ownership and other sources over the last few years shows that the number 
of companies that offer options to all employees continues to grow. Currently, over 
14 million American workers or 13 percent of the entire private sector workforce 
hold stock options, according to a recent national study by Professors Joseph Blasi 
and Douglas Kruse of Rutgers University’s School of Management and Labor Rela- 
tions and Professor Richard Freeman of Harvard University’s Department of Eco- 
nomics. 94 percent of these employees consider themselves part of the middle class, 
working class or lower class, while only 15 percent identify themselves managers. 
Mandatory expensing will threaten this important trend. 

In the high technology and biotechnology industries that TechNet represents, 
stock options and broad-based employee ownership have been an engine of growth, 
helping to build some of the nation’s most innovative companies. TechNet member 
companies — including many of today’s technology leaders as well as start-ups — have 
grown due in large part to the ability to use employee stock options to attract and 
retain skilled employees at all levels of the corporation. 

A mandatory expensing standard is likely to result in the elimination of broad- 
based employee stock option plans. Professors Brian Hall of Harvard Business 
School and Kevin Murphy of the Marshall School of Business, University of South- 
ern California, have conducted research showing that the perceived value of stock 
options to executives at time of grant is typically one-half to two-thirds of the value 
under the Black-Scholes method, and may be as little as one-third. 2 A more recent 
study of over 640 employees at 300 publicly-traded companies suggests that employ- 
ees place a 30 to 50 percent discount on the value of stock option grants they re- 
ceive, relative to the Black-Scholes value of the options. 3 If forced to absorb a cost 
50 to 200 percent greater than their perceived value, companies will face a major 
obstacle to offering options. 

For companies that broadly issue employee stock options, the inaccuracies that re- 
sult through application of existing option pricing models are more likely to have 
a material negative impact on financial statements, while companies that issue only 
a small number of options — usually to senior officers — will not be as significantly 
affected. Under a mandatory expensing standard, companies will be forced to re- 
strict stock option grants rather than adding a significant expense, in accounting 
terms, to the financial statement. The result will be a decline in broad-based stock 
option plans. 

In fact, recent studies and press reports confirm that companies will restrict op- 
tion grants if a mandatory expensing standard is adopted. A 2002 survey of 117 
U.S. companies showed that most of the companies surveyed would restrict option 
grants to rank-and-file employees if employee stock options were required to be ex- 
pensed. 4 In fact, the study suggested that four of every five companies would grant 
fewer employee stock options. A number of corporations have already announced 
plans to reduce option grants to non-executive employees in reaction to the Board’s 
proposal. 

The importance of broad-based stock options and their impact on economic growth 
is undisputed. Studies confirm that broad-based plans have a significant impact on 
productivity, innovation and economic activity. Companies that offer stock options 
to most or all employees have experienced significant increases in productivity. 

Most recently, Professors Blasi and Kruse provide empirical evidence that compa- 
nies with broad-based employee stock option plans receive a one-time, but perma- 
nent, boost to productivity of approximately 4 percent, compared to what their pro- 
ductivity would have been without employee ownership. Total shareholder returns 
increase by an average of approximately 2 percent. 5 Anecdotal evidence by employ- 


2 The Journal of Accounting and Economics, April 2002. 

3 How Do Employees Value Stock Options, Watson Wyatt Worldwide, March 2004. 

4 “Survey: Firms Say Expensing Would Hurt Rank-and-File, — San Jose Mercury News, de- 
scribing a June 2002 study of 117 companies by iQuantic Buck. 

5 Joseph Blasi, Douglas Kruse and Aaron Bernstein, In the Company of Owners: The Truth 
About Stock Options (and why every employee should have them), 2003. 
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ees and managers in a range of industries confirm the power of stock options to mo- 
tivate employees through equity ownership. 


V. CONCLUSION 


TechNet strongly believes that the flexible approach set forth in Statement 
No. 123 provides appropriate information to investors. We have serious concerns that 
an expensing standard utilizing existing valuation methods as proposed by the 
Board will result in inaccurate and inconsistent financial reporting. 

Existing valuation models are not adequate for valuing employee stock options. 
We believe that the Black-Scholes and binomial models proposed by the Board fail 
to adequately incorporate factors unique to employee stock options. The need to 
make multiple subjective determinations of the variables used in the Black-Scholes 
or binomial stock option valuation models will threaten the comparability and con- 
sistency of financial reporting across companies and across industries. 

Thank you for the opportunity to comment on this important matter. Please con- 
tact me at (650) 213-1160 for any further discussion of our comments. 

Sincerely, 


Rick White 
President and CEO 


Mr. Stearns. I thank my colleague. 
Mr. Mayer. 


STATEMENT OF STEVEN C. MAYER, SENIOR VICE PRESIDENT 
AND CHIEF FINANCIAL OFFICER, HUMAN GENOME SCIENCES 

Mr. Mayer. Thank you, Chairman Stearns, Ranking Member 
Schakowsky, and members of the subcommittee. Thank you for the 
opportunity to appear before you today at this important hearing. 
I have submitted my letter to the FASB, my comment letter and 
that of BIO, that I ask be included in the record. 

Mr. Stearns. My unanimous consent, so ordered. 

[The material appears at the end of the hearing.] 

Mr. Mayer. My name is Steven Mayer, Executive Vice President 
and Chief Financial Officer of Human Genome Sciences. I am a 
member of the Small Business Advisory Committee to the FASB, 
as Mr. Herz mentioned, and I did participate in the first meeting 
of that committee on May 11 of this year. I have been a participant 
in the biotechnology industry for more than 20 years and have 
served as Chief Financial Officer of a number of biotechnology com- 
panies, both private startups and public companies, for 19 years. 

I am pleased to appear today on behalf of BIO, the Biotechnology 
Industry Organization, which represents more than 1,000 bio- 
technology companies and related organizations. Most of these com- 
panies are engaged in the search for therapies to prevent, treat and 
cure diseases, including cancer, cardiovascular disease, auto- 
immune disease, infectious diseases such as HIV/AIDS, and many 
other serious conditions. 

At Human Genome Sciences we were a pioneer in the discovery 
of human genes and the application of those discoveries to human 
therapeutics. We are currently testing in human clinical studies 
breakthrough treatments for cancer, lupus, rheumatoid arthritis, 
hepatitis C infection, and even the potential bioterror threat, an- 
thrax. In addition, we are in preclinical development of treatments 
for HIV infection and diabetes. 

In all of my experience in the biotechnology industry, in every 
company with which I have been associated and in virtually every 
company with which I am familiar, stock options have played a key 
role in the recruitment, retention and reward of the scientists, phy- 
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sicians, professionals and staff. In fact, all of these companies use 
broad-based plans that generally extend to most if not each and 
every employee in the company. All of our employees at Human 
Genome Sciences are eligible for our stock option program. 

So I have a pretty good understanding of how stock options have 
been used in our industry over a long period of time and an appre- 
ciation of the fact that stock options have been a key ingredient in 
making the U.S. biotechnology industry the world leader by a very 
wide margin. I am concerned that putting this structure at risk 
could jeopardize the important research going on in the biotech in- 
dustry. That is why I am here today to speak on behalf of BIO in 
support of the legislation that you are considering, H.R. 3574, and 
to explain why I believe there are fundamental and fatal flaws in 
the exposure draft prepared by the FASB that would require man- 
datory expensing of stock options. 

First, I believe mandatory expensing is bad policy that will di- 
minish the entrepreneurial spirit of our industry, reduce the avail- 
ability of capital and decrease the alignment of interests among 
employees, management, and stockholders. Such a change will in 
all likelihood have a detrimental impact on a broad range of rank 
and file employees who today have an opportunity to accumulate 
wealth through participation in the value that they help create. 

Second, and most important, I believe expensing is bad account- 
ing that will cause financial statements to become less reliable, less 
transparent, less comparable, more volatile, less understandable 
and less useful. 

Some points. Employee stock options do not represent an expense 
as defined in the FASB’s own conceptual framework, CON 6. I 
would encourage all the members, or perhaps their staffs, to read 
the conceptual framework. It is an excellent document. I commend 
the FASB on it. But the FASB definition of expenses in that con- 
ceptual framework states that “expenses represent actual or ex- 
pected cash outflows that have occurred or will eventuate as a re- 
sult of the entity’s ongoing major operations.” The grant, exercise 
or sale of shares from a stock option never under any cir- 
cumstances result in a cash outflow. In fact, they may result in a 
cash inflow. 

Another point. Expensing stock options I believe will actually dis- 
tort earnings per share by double counting the impact of the op- 
tion, first as an expense and then a second time as dilution. The 
true economic impact of issuing stock options is already fully cap- 
tured in the dilution of earnings per share. It is actually the stock- 
holders who give up a share of their interest in the company in ex- 
change for value created, not the company that incurs an expense. 

Transparency. We hear it a lot. We talk about it a lot. Trans- 
parency means that one can understand where the numbers come 
from and how they were derived. Few people I know understand 
the Black-Scholes model, including many of those who use it. No 
one I know understands the lattice model nor do they understand 
how they will come up with the many estimates required to imple- 
ment it. This single number is only a theoretical estimate of a cost 
that is never actually incurred, that never results in a cash outflow 
and that may in our industry, in the biotech industry, overwhelm 
every other category of expense in the income statement. 
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This is not transparency. What we have today with extensive 
footnote disclosure already required by the Securities and Ex- 
change Commission is much more transparent. The information is 
readily available to any investor or creditor who wishes to use it. 
Increasing the complexity of financial statements in this way will 
only make the information less accessible to the average investor, 
the small creditor, the independent analyst. The large institutions 
will have the legions of analysts needed to untangle and interpret 
these complex statements resulting in a less level playing field 
than we have today. 

My third point is that the cost of implementation and the dif- 
ficulties of auditing the many estimates that would be required to 
implement the expensing of stock options have been severely un- 
derestimated and will far exceed, in my view, any benefit that 
could possibly be derived from taking the extensive information al- 
ready available in the footnotes to financial statements and embed- 
ding it in the income statement as a single theoretical estimate. 
The implementation of this new standard will be a crushing burden 
to many companies in our industry. 

My grave concern is that the forces that are defining this new 
accounting approach are driven by a desire to reshape executive 
compensation and not by the goal of improving financial reporting. 
Is accounting policy the right way to address the executive com- 
pensation issue? In this setting, I am hopeful that Congress will 
act to preserve reporting standards that result in clear, reliable, 
comparable and informative financial statements. 

Thank you again for this opportunity. I will be happy to answer 
any questions. 

Mr. Stearns. Thank you, Mr. Mayer. Let me ask you something, 
Mr. Mayer. From your testimony, you are saying that you would 
agree to expense stock options for all employees if we used the lat- 
tice model? 

Mr. Mayer. No. I am saying that I think using the lattice model 
would be an incredible burden on companies because people don’t 
understand it. 

Mr. Stearns. Black-Scholes, you don’t think that 

Mr. Mayer. Black-Scholes is a simpler model that people cur- 
rently use for doing their footnote 

Mr. Stearns. But your position is you do not think any stock op- 
tions should be expensed, is that correct? 

Mr. Mayer. That is correct. 

Mr. Stearns. Mr. White, is that your position, that no stock op- 
tions should be expensed? 

Mr. White. As a theoretical matter we don’t think it makes 
sense to do it. As a matter of policy it may make sense to make 
a distinction for the top five since they do have the ability to ma- 
nipulate the price of a stock. 

Mr. Stearns. So we are clear that your position is pretty 
straightforward that no stock option should be expensed. On the 
other side, Mr. Walker and Mr. Herz believe they should be. When 
you look at other people who have experience in this matter, I men- 
tion Alan Greenspan, Paul Volcker, SEC Chairman Bill Donaldson, 
Treasury Secretary John Snow and Warren Buffett, all think they 
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should be expensed. Both of you individuals do not agree with 
them. Canada is starting to expense them and so is Europe. 

So at this point we also have all seven members of the Financial 
Accounting Standards Board, we have the four top accounting 
firms and legions of investment professionals that say they should 
be expensed. Not only that but Warren Buffett, who has had 62 
years of investing, is one of the most wealthy men in the country, 
has pointed out in his recent editorial that he believes stock op- 
tions should be expensed. The question is, in his editorial he was 
concerned about, and as has been pointed out by one of the mem- 
bers of the panel, is that the idea of zero volatility means there is 
no expense. 

So I guess the question is, and this is for you, Mr. Herz, H.R. 
3574 requires that the assumed volatility for options granted to the 
five highest paid executives in a corporation be zero. Mr. Buffett 
says that is impossible. In his 62 years he has never seen a stock 
that doesn’t fluctuate. He calls it an Alice in Wonderland assump- 
tion to state that it would be zero. 

So let me ask you a question. Can you expense a stock if its vola- 
tility is considered to be zero? 

Mr. Herz. You would get what is called the minimum value ap- 
proach, which is just accounting for the discounting of the strike 
price, but you can actually then engineer the strike price to get a 
zero expense and just keep the value the same by multiplying the 
number of the grant of the options. The answer is that it defies all 
rational, proven finance logic that underlies the whole financial 

Mr. Stearns. Let’s be fair. In that bill they also have other cri- 
teria besides the zero volatility. So comment about those. Do they 
make it more credible? 

Mr. Herz. The bill has what is called a true-up at the end for 
the spread between the grant price and the value of the stock at 
that end, whether it is higher or lower. That is what is called exer- 
cise data counting. That is not an accounting that is supported by 
many accountants. It is an accounting that the CBO looked into. 

Mr. Stearns. Does FASB support the other options that are in 
the bill as a criteria? 

Mr. Herz. No. 

Mr. Stearns. Mr. Walker, the other criteria that is in this bill 
besides the zero volatility, do you find those credible to use for ex- 
pensing options? 

Mr. Walker. I think they are issues that are reasonable to con- 
sider but the fact of the matter is I think it is unrealistic to not 
consider volatility. To a certain extent, Mr. Chairman, what I am 
hearing is an advocacy for social accounting. 

Mr. Stearns. What is social accounting? Define that. 

Mr. Walker. There is a big debate that happens from time to 
time saying that you ought to invest or not invest in certain types 
of things because of social or societal interests. What I am hearing 
from the two panel members who oppose the FASB’s proposed ac- 
tion is that accounting shouldn’t be based on economics, it 
shouldn’t be based upon consistency and transparency and sub- 
stance over form, it should be based upon what kind of social impli- 
cations it might have. 
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I might add, as an anology, I used to be Assistant Secretary of 
Labor for Pensions and Employee Benefit Programs, so I am very 
familiar with ESOPs, employee stock ownership plans, profit-shar- 
ing plans. The Tax Code has all kinds of incentives in it for broad- 
based, employee-based share arrangements. It also has a number 
of additional flexibilities with regard to Federal laws in order to try 
to encourage those types of arrangements, but that is different 
than how you ought to account for those types of arrangements. 

Mr. Stearns. Let me just conclude. Mr. White and Mr. Mayer, 
you have testified that stock options should not be counted as ex- 
pense because, in your words, “they represent an opportunity for 
employees to share in ownership.” But, Mr. Mayer, don’t we ex- 
pense the direct grant of stocks? Aren’t they expensed when I give 
you stocks personally? 

Mr. Mayer. Yes. From an accounting treatment 

Mr. Stearns. If it is true that we force you to expense the stocks 
when we give them to you, why wouldn’t it be possible to expense 
the option for the stock? 

Mr. Mayer. Stocks have certain value. If I give you a share of 
stock, it is liquid, you can take it 

Mr. Stearns. And we are saying options do not have that? 

Mr. Mayer. Do not have certain value. In fact that is exactly the 
point. 

Mr. Stearns. Doesn’t the corporation go out and have to commit 
those at a certain price before they give it to the 

Mr. Mayer. Absolutely not. No. Typically — it depends on the 
company but typically the company will reserve shares. 

Mr. Stearns. That is what I mean. When they reserve those 
shares, isn’t that a commitment by the company typically and at 
that point somebody owns those shares and is protecting that price 
value before it goes up or down? 

Mr. Mayer. No, absolutely not. The shares that are reserved are 
set aside at the behest of the stockholders, the owners of the com- 
pany, not by management, and under today’s rules all stock option 
plans must be 

Mr. Stearns. But who is going to buy those stocks when it is ex- 
ercised? 

Mr. Mayer. The public market would. 

Mr. Stearns. And who is going to guarantee that price — if you 
are going to buy it at 32 and it is 200, who is going to guarantee 
that 32? 

Mr. Mayer. Well, the 32 is a contractual commitment by the 
company. 

Mr. Stearns. Isn’t a contractual commitment an expense if it in- 
volves options of stocks? 

Mr. Mayer. No, it is not an expense. In fact an expense as de- 
fined by FASB is a cash outflow. There isn’t a cash outflow. 

Mr. Stearns. Let me just conclude with Mr. Herz. I am a little 
over my time. Yes, Mr. Herz. 

Mr. Herz. Options clearly do have value and any options are 
given for other purposes, to acquire goods and services, they are 
used in M&A transactions, stock purchase warrants are used as 
part of financing packages. In all those cases, it has been long es- 
tablished accounting that you value them and you account for that 
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properly. It is just this one form of employee stock option that has 
this kind of narrow aperture in the existing accounting literature 
that has been used to not account for them. 

Mr. Stearns. My time has expired. 

Mr. Mayer. If I could just correct what I think is a misconcep- 
tion on the volatility issue. Zero volatility does not mean zero value 
by definition under Black-Scholes. I am less familiar with the lat- 
tice model, but you plug in zero volatility into a Black-Scholes 
model, you will not get zero value. You will get a lower value than 
if you plug in a higher volatility. In fact volatility is the most sen- 
sitive parameter and is exactly why I am so concerned about this 
because nobody here can predict what the stock market volatility 
will be over some 7 or 10 years. 

Mr. Stearns. My time has expired. The gentlelady. 

Ms. Schakowsky. Thank you, Mr. Chairman. Mr. White, I have 
to tell you that I was shocked and offended by what I view as the 
very — you don’t have to put your mike on because I am going to 
ask Mr. Herz to respond — patronizing tone of your testimony in 
saying that we had to consider these larger economic questions. I 
want to tell you something. That is why we are here right now, the 
effect on the economy. If you doubt that, talk to some of these em- 
ployees of Enron or other victims of corporate misconduct. The rea- 
son that we are so concerned about setting some neutral industry 
standards and accounting standards and looking at what FASB is 
trying to create here is because we have economic victims of this 
corporate irresponsibility and misconduct and, in the case perhaps 
of Ken Lay, of criminal activity. So we are looking at larger ques- 
tions here. 

I don’t want to say too much because I saw Mr. Herz taking 
some notes while you were talking. I want to give him some time 
to respond to your patronizing testimony. But you were concerned, 
Mr. White, about my company not doing as well because I had to 
report those expenses. I just wanted to read to you, in March 2004, 
a leading compensation firm, Towers Perrin, issued a study exam- 
ining 335 companies that switched to stock option expensing and 
found that stock performance was the same on average as the rest 
of the S&P 500 and Mid Cap 400 indices. Stock option expensing 
did not affect company stock prices. The same dire prediction had 
been made and shown to be unfounded when FASB first required 
companies to begin accounting for their obligations to employees re- 
lating to retiree health care benefits. 

So I would say, don’t be concerned about my company. Were I 
to expense those stock options, it appears that I would be doing 
just fine as these nearly 600 other companies seem to be doing, as 
Canada, as 90 other countries. And the idea of harmonizing what 
we do with the rest of the world, it seems worth commenting on 
as well. 

I would like, Mr. Herz, to give you the opportunity to respond to 
some of the comments that Mr. White made regarding the inappli- 
cability. 

Let me just say one other thing. It seems to me that what you 
were suggesting, Mr. White, was politicizing the question of these 
accounting standards and it seems to me that your suggestion, 
rather than helping, undermines investor confidence in accounting 
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practices, allows companies to misrepresent their true financial po- 
sitions, does not allow for honest and transparent accounting, and 
prevents investors and pension funds from making informed deci- 
sions. It seems to me that is what I heard Mr. Walker saying, too, 
I think, is if we want to establish confidence, then doing exactly 
what FASB, or perhaps we need more discussion about the exact 
nature of it, but the idea of what FASB was suggesting is the direc- 
tion we ought to go. 

Mr. Herz. 

Mr. White. You are not going to let me respond, is that correct? 

Ms. Schakowsky. You took more than your time as it was and 
I would like now Mr. Herz to use my remaining time. If there are 
others who want to give you time, that would be fine. 

Mr. Herz. Thank you. Because I was going to say that I was 
kind of grateful to Rick for characterizing my own statements, 
which I think he mischaracterized some of them. On the issue of 
not considering the impact on the U.S. economy, our mission is ex- 
actly about — as you say, it is about the efficient allocation of capital 
in the economy. We think that is a huge public policy goal. 

Different groups come to us, different industry groups come to us 
always and say, my public policy mission is the highest in the econ- 
omy. We had a group from the steel industry come and quite ra- 
tionally say steel needs to be made more competitive, the costs are 
too high, we want you to exempt us from showing pension costs. 
I asked, do you still have those costs? Yeah, but we want you to 
put it in the footnotes, make you look more competitive. When we 
were doing the thing on special purpose entities, we had a number 
of people who were purveyors of different structures saying, well, 
my special purpose entity is good, it allows companies by keeping 
it off the balance sheet to borrow more and they can hire more peo- 
ple and they can invest in things. We can’t make those kind of deci- 
sions nor should we have to. 

For us, as I said, it is about trying to get the right accounting, 
the issue of investors and backing the thing out. The fact is that 
investors, shareholders, institutional investors have all kind of 
voted either in resolutions or in all sorts of surveys and they all 
back our proposal strongly and the idea of expensing. 

He said there is no clear accounting consensus. Yeah, there is 
some debate on some of the technical issues, but on the basic issue 
of expensing, as mentioned, all the accounting firms I know, not 
just the big four, the next two large ones, in the international 
arena, the International Accounting Standards Board approved 
their standards by 14 to nothing. On that board are people from 
nine different countries from all parts of the world. So I think there 
is a fair amount of consensus on this issue. 

Ms. Schakowsky. Thank you. Mr. Chairman, I seek unanimous 
consent to put into the record a letter that myself and Mr. Dingell 
and 22 Members of the House and Senate sent to FASB and also 
the list of the 576 companies that have voluntarily adopted option 
expensing, a report from Bear Stearns. 

Mr. Stearns. By unanimous consent, so ordered. 

[The information referred to follows:] 
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Congress of tije Unite!) States 

ifflaSlirngton, SC 20510 

June 30, 2004 


Financial Accounting Standards Board 
Director of Major Projects 
File Reference No. 1 102-100 
401 Merritt 7 
P.O. Box 5116 

Norwalk, Connecticut 06856-5 1 1 6 Sent bv electronic mail to director@fasb.org 


RE: Employee Stock Option Accounting 


To Members of the Financial Accounting Standards Board: 

We are writing in strong support of the Exposure Draft on Share-Based Payments, 
which has been proposed by the Financial Accounting Standards Board (FASB) to amend 
Financial Accounting Standards No. 123 and 95 on accounting for stock options. The 
signatories to this letter. Members of Congress from the U.S. House of Representatives 
and U.S. Senate, are strong supporters of an honest accounting standard that would 
require all employee stock option compensation to be shown as an expense on corporate 
financial statements. 

Current U.S. accounting standards allow companies to choose whether or not to 
report stock option compensation as an expense in their financial statements. Many 
companies have chosen not to report any expense, even when claiming stock option 
expenses on their tax returns. Stock options are the only form of compensation expense 
that may be completely omitted from a corporation’s financial statements. All other 
forms of compensation - including stock grants, stock appreciation rights, performance 
awards, golden parachutes, health and retirement benefits - must appear as an expense. 
The issue is not whether these forms of compensation provide usefiil incentives, but 
whether all of them should be reflected honestly on company financial records as 
company expenses. 

Stealth Compensation 

The unique and unwarranted accounting treatment afforded stock options has fueled 
stock option abuses linked to excessive executive pay, inflated company earnings, 
dishonest accounting, and corporate misconduct. 
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Since the 1980s, stock option compensation has Tunneled millions of dollars to 
U.S. corporate executives and contributed a substantial portion of the compensation paid 
to chief executive officers (CEOs) at U.S, corporations. Business Week has estimated 
that, in the aggregate, employee stock options now account for “a staggering 15 percent 
of all shares outstanding” at U.S. publicly traded corporations. In 2003, CEO pay at 350 
major U.S. public companies averaged $8 million, with stock options typically providing 
the largest single compensation component. Stock options have frequently provided such 
striking sums as the $123 million paid to Enron’s CEO in 2000, the $700 million paid to 
the CEO of a high technology company in 2001 , and the $ 1 30 million paid to another 
CEO in 2003. At many companies, this compensation never appears on the company’s 
financial statements as an expense, despite the size of the payment and the common 
practice of deducting it as an expense on the company’s federal corporate tax return. At 
these companies, stock options have functioned as stealth compensation. 

In addition to fueling excessive executive pay, the omission of stock option 
expenses from company financial statements, combined with the inclusion of this 
expense in company tax returns, have resulted in overstated earnings. Federal Reserve 
Chairman Alan Greenspan has stated that “[t]he failure to expense stock option grants has 
introduced a significant distortion in reported earnings” and estimated that, from 1995 to 
2000, stock options were used to overstate reported company earnings by an average of 3 
percent. Focusing primarily on high technology companies, Bear Steams has calculated 
that, if companies in the Nasdaq 100 index had included stock option expenses, their 
reported 2003 earnings would have fallen by as much as 40 percent. 

But overstated earnings are not the only accounting problem associated with stock 
options. A September 2002 report issued by a blue-ribbon panel established by The 
Conference Board found that the current accounting treatment of stock options helped 
“foster[] what appears to be a vicious cycle of increasing short-term pressures to 
manipulate earnings in order to bolster stock price in order to cash in on options." A 
more recent study by Texas A&M University of 100 companies that restated their 
financial results in 2000 and 2001, used regression analysis to determine that the factor 
most likely to result in a financial restatement was whether the CEO had substantial, in- 
the-money stock options. Stock option abuses and the dishonest accounting associated 
with them have damaged the credibility of not only individual companies, but also overall 
investor confidence in the accuracy and reliability of U.S. corporate financial statements. 

In response to this loss of confidence, since 2002, nearly 600 U.S. corporations 
have decided voluntarily to begin expensing their stock options, including such American 
giants as Coca-Cola, General Motors, Genera! Electric, Dow Chemical, Amazon.com, 
Home Depot, and Wal-Mart. Other companies, however, especially in the high 
technology sector, have announced that they will not expense stock options until required 
to do so, even when pressed by a shareholder majority vote to begin expensing. This 
division of approach means that, until FASB acts, there will be a discrepancy between 
those companies that are voluntarily expensing options and those that are not, when there 
ought to be a level playing field in which everyone operates under the same accounting 
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rules. Failure to correct this discrepant accounting would continue to disadvantage 
companies that openly report their stock option expenses and continue to hinder investors 
attempting to compare corporate performance. 

Consensus Position 


The position taken in the Exposure Draft in favor of stock option expensing 
reflects the consensus position of most accounting experts. The International Accounting 
Standards Board, for example, has already issued a standard requiring stock option 
expensing beginning in 2005. This standard will apply to companies in over 90 countries 
around the world, including in Europe, South America, Africa, and Asia. Canada began 
requiring stock option expensing this year. A 2002 survey of financial experts by the 
Association for Investment Management and Research found that more than 80 percent 
supported stock option expensing. All four of the major accounting firms in the United 
States, Deloitte & Touche USA, Ernst & Young, KPMG, and PricewaterhouseCoopers, 
also favor expensing. 

Other economic, financial, and accounting leaders also support stock option 
expensing as good for investors and good for markets. They include Federal Reserve 
Chairman Alan Greenspan, Treasury Secretary John Snow, Securities and Exchange 
Commission (SEC) Chairman William Donaldson, Public Company Accounting 
Oversight Board Chairman William McDonough, former SEC Chairman Arthur Levitt, 
former Comptroller General Charles Bowsher, investors Warren Buffett, John Biggs and 
Pete Peterson, Nobel Prize winners Joseph Stigiitz, Robert Merton and Myron Scholes, as 
well as respected groups such as the Council of Institutional Investors, the Investment 
Company Institute, Financial Services Forum, Consumer Federation of America, 

National Association of State Treasurers, Institute of Management Accountants, and The 
Conference Board’s Commission on Public Trust and private Enterprise. 

Opposing Arguments 

Some opponents of stock option expensing argute that, due to the difficulty of 
precisely estimating stock option values, expensing would confuse rather than educate 
analysts and investors about a company’s financial condition. But financial statement 
users already rely on many estimated valuations called for by accounting rules, from the 
value of goodwill to the reserves required to protect against uncollectible receivables or 
loans. As Warren Buffett once said, the only value that everyone agrees is incorrect for a 
stock option is zero. The better approach is the one taken in the Exposure Draft, which 
requires use of stock option valuation methodologies that produce a reasonable estimate 
of stock option compensation expenses. 

Some opponents warn that requiring stock option expensing would impose 
significant costs on new businesses and deter investment; however, evidence provided at 
a Senate Committee on Small Business and Entrepreneurship hearing on April 28, 2004 
shows the opposite. One of the hearing witnesses, Mr. Roberto Mendoza, testified that 
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his startup company. Integrated Finance Limited, decided from its inception to expense 
all stock option compensation, and found that its stance actually attracted investors by 
demonstrating the company’s adherence to transparent accounting, Mr. Mendoza also 
testified that when he determined that the company’s draft audited financial statement 
had failed to include any stock option expense, his accountant agreed to include that 
expense at no additional cost and was able to calculate the expense itself in less than 20 
minutes. This testimony shows that calculating stock option expenses can be quick and 
inexpensive, and need not be burdensome to new or small businesses. 

Other opponents claim that, by lowering company earnings, stock option 
expensing would cause company stock prices to fall and depress investment prospects. 
But the facts, again, show otherwise. In March 2004, a leading compensation firm. 
Towers Perrin, issued a study examining 335 companies that switched to stock option 
expensing and found that stock performance was the same, on average, as the rest of tire 
S&P 500 and Mid-Cap 400 indices. Stock option expensing did not affect company 
stock prices. The same dire prediction had been made and shown to be unfounded when 
FASB first required companies to begin accounting for their obligations to employees 
relating to retiree health care benefits. 

Other financial analysts have also rejected dire predictions about depressed share 
prices and investment. They include Goldman Sachs Global Equity Research (“We do 
not expect a material impact on the share prices of most firms.”); UBS Investment 
Research (Expensing is “medicine for the long-term health of companies and investors. 

It will shed light on the true profitability of many companies, helping to separate those 
that deserve investor capital from those that do not.”); Merrill Lynch (The argument that 
expensing options will harm U.S. technology leadership and job creation is based on “the 
following faulty logic: U.S. technology leadership and job creation depend on the 
systematic misrepresentation of financial statements. One might as well argue that 
money spent on R&D shouldn’t count as an expense because it provides employment and 
helps industries advance.”); Credit Suisse First Boston Equity Research (“We expect 
companies to pay closer attention to the economic cost of their stock option plans. 
Companies don’t focus much on costs that they don’t have to account for.”); and 
Congress’ own nonpartisan Congressional Budget Office (“[RJecognizing the fair value 
of employee stock options is unlikely to have a significant effect on the economy . . . 
however, it could make fair value information more transparent to less-sophisticated 
investors.”). 

Still other opponents claim expensing stock options would stifle innovation in 
business. But many of the nearly 600 companies currently expensing options are 
successful, high technology innovators like Microsoft, Netflix, and Amazon. They also 
include such diverse companies as Boeing, General Motors, Dow Chemical, BankOne, 
and UPS, each of which relies on technical innovation for business success. The CEO of 
Netflix, a high technology company that began expensing stock options last 
year, has stated: “[Ijnnovation continues unabated. ... We innovate because it thrills us, 
not because of some accounting treatment.” 
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Another red herring argument is that expensing would eliminate broad-based 
stock option plans and hurt average employees. These contentions are also contradicted 
by the factual record. Companies that currently offer broad-based plans to their 
workforce such as Home Depot, Wal-Mart, and Netflix, have already determined that 
they can expense options without having to terminate their stock option plans. Other 
companies, such as Microsoft, are replacing stock options with stock grants, thereby 
ensuring that their employees actually receive company stock. It is also important to 
remember that most U.S. employers, including many private companies, small 
businesses, and partnerships, don’t offer stock option compensation to any of their 
employees, executive or otherwise. A nationwide survey conducted by the Bureau of 
Labor Statistics in 2000, a banner year for stock options, found that only 1 .7 percent of 
U.S. private industry employees actually received any options during the prior 12-month 
period. In short, neither broad-based stock option plans nor average workers would be 
hurt by honest accounting. 

Additional proof that stock option expensing will not hurt American business is 
the track record actually compiled by the nearly 600 companies that have voluntarily 
agreed to begin expensing. These companies represent nearly 25% of the number of 
companies on the Standard and Poor’s index of companies and over 40% of that index 
based on market capitalization. None has experienced the dire consequences predicted 
by expensing opponents. 

Conclusion 


Honest accounting will help, not hurt, American business. Now is the time to end 
years of misleading accounting and recognize the expense associated with stock option 
compensation. FASB almost took this course of action ten years ago, but retreated due to 
political pressure. We urge FASB to stand firm this year and do what you think is the 
right thing to do. We commit to do our part by opposing legislative efforts in Congress to 
override FASB’s judgment and politicize the accounting standards-setting process. 
Reversing FASB’s judgment on this issue would undermine key accounting reforms 
strengthening FASB's independence, open the door to new Enron-style abuses, and 
signal that accounting maneuvers to prop up earnings are still acceptable. 
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Requiring companies to expense employee stock options will strengthen the 
accuracy of corporate financial statements, bring U.S. accounting standards into 
alignment with international standards, and help restore public trust in our financial 
reporting system, our companies, and our markets. We urge FASB to go forward as it 
has proposed and promulgate a final accounting standard to require stock option 
expensing beginning in 2005. 


Sincerely, 



frjM/rimv 

Bill Nelson 



Mark Pryor 
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Accounting Issues: 576 Companies Have Voluntarily 
Adopted Option Expensing Under the Fair Value Method 


Key Points 

*** We have identified 576 companies that have volunarily begun expensing stock options under the fair value method. 
These companies are listed in Appendix A. 

*** One hundred sixteen of these companies are in the S&P 500 and represent 41% of the index based on market 
capitalization (see Appendix B). Seven of these companies are in the NASDAQ 100 and represent 12% of the 
index based on market capitalization (see Appendix C). 

*** Three hundred thirty of these companies have market capitalizations in excess of SI billion. One hundred four of 
these companies have market capitalizations in excess of $10 billion. 

*** Two hundred forty of these companies are from the financial sector. 


On March 31, 2004, the Financial Accounting Standards Board (FASB) released its Exposure Draft of a proposed revision to SFAS 
No. 123, which, if approved, will require public companies following US GAAP to begin expensing employee stock options under the 
modified prospective method for fiscal years beginning after December 1 5, 2004. For December year-end companies, this means the 
standard will take effect January 1 , 2005. Under the modified prospective method, companies will be required to expense all unvested 
share-based compensation awards granted, modified, or settled after December 15, 1994. However, companies will not restate results 
of previous years. To leam more about the proposed changes to SFAS No. 123 in the Exposure Draft, please see our March 30, 2004 
First Call, Accounting Issues: Expensing Employee Stock Options in 2005 Would Lower S&P 500 Earnings by Less than 3%, 

We have identified 576 companies that have voluntarily adopted the fair value method as of April 28, 2004 (see Appendix A for the 
list of the companies). One hundred sixteen of these companies are members of the S&P 500 and represent 41% of the index based on 
market capitalization. Seven of these companies are members of the NASDAQ 100 and represent 12% of the index based on market 
capitalization. In Appendix B, we identify the S&P 500 companies that have adopted the fair value method and provide the 2003 pro 
forma stock option expense for all members of the index (based on the index composition as of March 19, 2004). In Appendix C, we 
identify the NASDAQ 100 companies that have adopted the fair value method and provide the 2003 pro forma stock option expense 
for all members of the index (based on the index composition as of March 19, 2004). 

The 576 early adopters listed in Appendix A are a fairly even distribution of large and small companies. Three hundred thirty of the 
576 companies identified as voluntary adopters in Appendix A have market capitalizations in excess of SI billion. One hundred four 
of the 576 companies identified in Appendix A have market capitalizations in excess of $10 billion. 

A large concentration of the adopters are in the financial sector. Of the 576 companies, 240 (42%) are companies in the financial 
sector. 


Bear Stearns does and seeks to do business with companies covered in its research reports. As a result investors should be 
aware that the firm may have a conflict of interest that could affect the objectivity of this report. Investors should consider 
this report as only a single factor in making their investment decision. Please refer to the last page of this report for 
important disclosure and certification information 


BEAR, STEARNS & CO. INC. 383 MADISON AVENUE NEW YORK, NV 10179 (212)272-2000 WWW.BEARSTEARNS.COM 
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The vast majority of early adopters have opted to use the prospective method to expense stock options. We have identified the method 
adopted by 546 of 576 companies. Of the 546 companies, 454 (83%) are using the prospective method, 54 (16%) are using the 
modified prospective method, and 38 (7%) are using the retroactive restatement method. In accordance with the Exposure Draft, 
companies that have adopted the prospective method will be required to change to the modified prospective method in the first fiscal 
year beginning after December 15, 2004. 

Under the prospective method, the fair value method of expensing stock options is applied only to options granted in the year of 
adoption and subsequently (under FAS No. 148, this method is no longer allowed to be adopted for fiscal years beginning after 
December 15, 2003). For definitions of the prospective, modified prospective, or retroactive restatement methods see Exhibit 1 . For a 
more detailed explanation of the implications of adopting under the prospective, modified prospective, or retroactive restatement 
methods, see our February 1 2, 2004 First Call, Accounting Issues: Companies Continue to Voluntarily Adopt Expensing of Stock 
Options Using the Fair Value Method. 

Exhibit 1. Alternative Transition Methods Permitted Until 2004 

Prospective method: The fair vaiue method of expensing options is applied only to options granted in the year of adoption 

and subsequently. Entities are not permitted to use this method for fiscal years beginning after 
December 15, 2003. 

Modified prospective method: The fair value method of expensing options is applied to all unvested options and options granted in the 

year of adoption and subsequently. 

Retroactive restatement method: The fair value method of expensing options is applied to all years presented as if it had been adopted 

for option grants after December 15, 1994. 

Source: Statement of Financial Accounting Standards No. 148, Accounting for Stock-Based Compensation — Transition and Disclosure, an amendment of FASB Statement No. 123. 

For a detailed explanation of the accounting for stock-based compensation under FAS No. 123 and expected emerging changes in 
stock-based compensation granting trends, see our July 2003 Accounting Issues, Accounting for Stock-Based Compensation: 
Restricted Stock and Employee Stock Options Compared. 
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APPENDIX A: Companies that Currently Expense or Intend to Expense Stock Options using the Fair Value Method 
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Tlekw 

Company 

Year End 

S&P50C 

Capkalizalion 

Year 

Dae (a) 

Sector 

Industry 

Method Adopted 

SUA 

Abbey NaltonstPtC 

Dec-03 

NO 

10,874 

2002 

3)7)20© 

Finance 

Investment Management 

Retroactive Restatement 

ABER 

Aber Diamond Corp 

Jan-04 

Nn 

1.679 

2003 

12)3/2002 

Non-Energy LrineraS 

Other MetaWnsrats 

Method Not Specified 

AKR 

Acadia Rity Tips! 

Dec-03 

No 

346 

2002 

312812003 

Finance 

Real Estate Investment Trusts 

Prospective 

AES 


Oec-© 


4.94? 

2033 

326/2003 

USties 

Electee USrtics 

Prospective 

AEM 


Dec-Q3 


1.056 

2003 

5)7/2003 

Noo-Enerqy Minerals 

Frecwus Metals 

Prospective 

AGU 


Oec-03 


1.602 

2003 

021 12/2004 

Process industries 

Chemicals. Agricultural 

Prospective 

ACNAF 

Air Canada 

Dec-03 


5.393 

2002 

2)12)2003 

Trarsprxtaloi 


Prospective 

ALAS 

Alabama National BaricorporMon 

Dec-03 


798 

1993 

1998 


Regional Banks 

Prospective (b) 


Albany tatemaricral Corp 

Dec-03 


990 

2003 

8/8)2003 

Process industries 


Prospector 

ARE 

Alexandria Real Esiate Equity lire 



1.106 

2003 

3)31)20© 


Real Estate Investment Trusts 

Prospector 

Y 

Ajtegbsiy C«p 

Dec-03 

No 

2.027 

2003 

3/2012003 


Property, Casualty Insurance 

Prospective 

AACB 

AKanc* ASantls Ceowimcaticns. Inc 

Mar 01 

No 

785 

2003 

817)2003 

Consumer Services 

Broadcasting 

Prospective 

AC 

Affiance CapW Manageti'en! Holdings IP 

Dec-03 

No 

8,841 

2063 

5/14)2003 


Investment Managers 

Prospective 

AZ 

AiilanzAG 


No 

40.05! 

2003 

11)28/2003 

Finance 

MutlFLine Insurance 

Retroactive Restatement 


AJsiate Gc*p 

Deo- 03 

Yes 

32.772 

2003 

8)12)2002 


Property/Casualty Insuranoe 

Prospective 

AMZN 

Amazon (c ) 

Dec-03 

No 

18.742 


7)23)2002 

Retail Trade 

Internet Retal 

Not Adopted 

AMB 

AM3 Property Cap 

Dec-03 

No 

2.562 

2002 

7/82002 

Finance 

Real EslBle investment Trusls 

Prospective 


A/nbac Financial Group Inc 

Dec-03 

Yes 

7,896 

20© 

10)17)2002 


Specially Insurance 

Prospective 

ACC 

AMCOL Hefnational Corp 

Dec-03 

No 

569 

2003 

5)14/2003 

Non-Energy Mnerals 

Construction Materials 

Prospective 

AEE 

Aptettiti Corp 

Dec-03 

Yes 

7.922 

20© 

315/2003 

Ulirtes 

Electric Lotties 

Prospective 


American Capital Strategies 

Dec-03 

No 

1.640 

20© 

5)14)2003 

Finance 

Fmance/Renlatteasing 

Prospective 


Amonan Express 

Dec-03 

Yes 

64,852 

20© 

8/1212002 


Financial Conglomerates 

Prospective 

S0FN 

American Independence Cctp 

Sep-03 

NO 

131 

20© 

11/20© 


LKe/Health Insurance 

Prospective 

AIG 

American international Group 


Yes 

192,913 

20© 

Sri 1/2002 


Mutt-Une insurance 

Prospective 

ANL 

American Land Lease Inc 

Dec-03 

No 

138 

20© 

3)2672003 


Real Estate Investment Trusts 

Prospective 


.American Technical Ceramic 

Jun-04 

No 

72 

20© 

9)28/29© 

Electronic Technotawy 

Electronic Ccmpcnents 

Prospective 

ACF 

AroericrerSI Cap 

Jun-04 

No 


20© 

11/10/20© 


France/RenWleasing 

Prospective 

AMID 

Amofltrade Holding Corp 

Sep03 

No 

6.897 

2003 

10)31/20© 


Investmenl BanksJBrokets 

Prospective 

APC 

Anadarko Pelroleum Corp 


Yes 

13.718 

20© 

3)14/2003 

Energy AS metals 

OH & Gas Production 

Prospective 

AGCC 

Anchor Glass Container Corp. 

Dec-03 

No 

380 

2003 

5/15/2003 

Process Industries 

Ccnlatners'PackagkKi 

Prospective 

ANR 

.Annuity And Life RE Holdings 

Dec-03 

No 

30 

20© 

11/14/2003 


Lrle/Healih Insurance 

Prospective 

APA 

Apache Corp 

Oec-03 


13,957 


0312)2004 

Energy Minerals 

08 & Gas Production 

Prospective 

AIV 

Apartment Investment & Management Co. 

Dec-03 

Yes 

2688 


3/7)2003 


Real Estate investment Trusls 

Prospective 

All 

Appier) Industrial Technologies Inc 

Jun-04 

No 

508 

2003 

10/14.2003 

Distribute*! Services 

Wholesale Do Minors 

Modified Prospective 


Arch W«eless me 

Dec-03 

NO 

fi'A 

2003 

8/12/20© 


Wireless Telecommunications 

Prospective 

ASN 

Archstone Smith Trust 

Dec-03 

No 

5.249 

20© 

3/3)2003 


Real Eslale Inveslment Trasts 

Prospective 

ARI 

Arden Realty Group 

Dec-03 


1.850 


328)2003 


Real Estate Investment Trusts 

Prospective 

ARTL 

Aristotle Corp 

Dec-03 


82 

2002 

11/7/2002 

Consumer Non-Durables 

AppaieUFoolwear 

Prospective 

HOST 

Arrington Hospitality Inc 

Oec-03 

No 

17 

2003 

11/14/20© 

Consumer Services 

Hotels/Resorts/Crurseftnes 

Method N 01 Specified 

ARM 

ArvioMoritor, Inc 

Sep03 

No 

1.477 

20© 

2/12/20© 

Producer Manufacturing 

Auto Parts: OEM 

Modified Prospective 

ASH 


Sep-03 

Yes 

3,344 

20© 

2113/20© 

Energy Minerals 

Oil Pterin ritk Marketing 

Mollified Prospective 

AF’OCF 

Asa Pacific Resources Ltd 

Fcft-04 

No 

40,051 

20© 

7/1/20© 

Non- Energy Mnerats 

Other MetalVMrierals 

Prospective 

ALF 

Assisted 1 King Concepts Inc 

Dec-03 

NO 

16 

2003 

8/14/2003 

HeaHh Services 

Hospila»luis<ng Management 

Prospective 

ASUR 

Assure Energy tnc. 

Dec-03 

No 


20© 

04/082004 

Commercial Services 

Miscellaneous Commercial Services 

Prospective 

T 

AT&T 

Oec-03 

Yes 

14.553 

20© 

10)22/2002 

Communications 

Maior Telecommunications 

Prospective 

AIRE 

Atlas Resources Internutioral Inc 

Mar-04 

No 


20© 

11/14/20© 

Process Industries 

Agricultural Commodities/MKng 

Prospective 

ARXG 

Aurora Gold Corp. 

Dec-03 

No 

5 

20© 

03*25/2004 

Ncn-Enetgy Minerals 

Precious Metals 

Method Not Specified 

avb 

Avatar Bay Communities Inc 

Oec-03 

No 

3575 

2003 

5/14/20© 

Fir.ance 

Real Esiate Inveslment Trusts 

Prospective 


Avis Group Hldgs Inc (d) 

Dec-03 

No 

WA 

2003 

36/2003 

Finance 

FinanceiRental/Leasing 

Prospective 

SMKE. 

Axiom Power 

Oec-03 



20© 

31520W 

Consuma Durables 

Eledonics/AppS antes 

Prospective 

AXS 

Axis Capital Holdings Limited 

Dec-03 

No 

4.592 

2003 

02/1W2004 

Finance 

MoltHJne Insurance 

Prospective 

BKR 

Baker AMiael Co rp 

Dec-03 

No 

106 

20© 

3*28/2093 

industrial Services 

Engineering & Coostivction 

Prospective 

BOG 

florvdag Inc 

Dec-03 

NO 

93* 

2002 

11/14/2002 

Consumer OuiaWes 

Autcmobve Aftermarket 

Modified Prospective 

BAD 

Bank d America Ccrp 

Dec-03 


166,410 


8/12/208 

Finance 

Major Banks 

Prospective 

BK 

Bank ol New York Co Inc 

Dec03 


23.504 


8/13/2002 

Fmanoe 

Major Banks 

Prospective 

BNS 

Bank ol Nova Scotia 

Oct-03 

n 



12/4/20© 

Finance 

Major Banks 

Prospective 

OZRK 

Bank ol die Ozarks Inc 

Oec-03 

K9 


20© 

7/11/2003 


Regional Banks 

Prospective 

ONE 

Bank One 

Dec-03 

o 


2002 

7/16/2002 


Major Banks 

Prospective 

88US 

Bamabus Enterprises LtO. 

May-04 

u 


2003 

10/31/2003 

Non-Energy Minerals 

Precious Metals 

Method Not Specified 

MVVH 

BayCcrp Holdings Corp 

Oec-03 

■9 


20© 

an 4/2002 

UriliSas 

Electee Urines 

Prospective 

BCE 

BCE Inc 

Dec-03 


18.901 

20© 

12/1B/2C02 

Communications 

Major TdccommunKaSons 

Prospective 

BSC 

Beat Steams Cos Inc 

Nov-03 


8.655 

20© 

2)28/20© 

Finance 

investmenl BanktFBrokets 

Prospective 

BED 

Bedford Property Investas Inc 

Dec-03 


459 

20© 

3/11/2003 

Finance 

Real Estate Investmenl Trusls 

Modified Prospective 

BLS 

BcllSotjlh Corp 

Dec-03 

Yes 

49.199 

20© 

2/282003 

CommunKStions 

Major Telecommunications 

Retroactive Restatement 

BMRB 

Bendmart Bankshares Inc 

Dec-03 

No 

45 

2003 

0322)2004 


Removal Banks 

Prospecrive 

BETA 

Beta OJ* Gas Inc 

Dec-03 

No 

40 

20© 

3/3V2003 

Energy Minerals 

08 & Gas Production 

Prosper! ive 

AOCB 

Bevsystems International Inc. 


No 

N1A 

2003 

S'! 02003 

Consumer Non-Durables 

Beverages: Non-AfcohoFic 

FAetfod Nol Specified 


BHP BWton PLC 

Jun-04 


52.659 

20© 

13/212003 

Non-Energy Minerals 

Other Metal rJMittetals 

Modified Prospective 

8ICR 

Biocoral Inc 

Dec-03 

No 

40.05! 

20© 

3/13/2003 

Health Technology 

Metrical Specialties 

Prospective 

8LK 

Blacktock Inc 


No 

3,697 

20© 

5/15/2003 


investmenl Managers 

Pi ospc Clive 

BA 


Dec-03 

Yes 

35.785 

1998 

1998 

Elecfronlc Terhnotogy 

Aerospace & Defense 

Prospective (bj 

BCC 

Boise Cascade Corp. 

Dec-03 

Yes 

3.170 

2003 

03022004 

Process Industries 

Pulp Shape* 

Prospective 

BOKF 

80K Financial Corp. 

Dec-03 

No 

2.349 

2003 

11/14/2003 


Regional Banks 

Reiroadwe Reslatemenl 

SSHI 

Boss Hc*)rngs 'nc 

Dec-03 

No 

14 

2003 

32812003 

Consumer Non-Durables 

ApparaPFoclwear 

Prospective 



Dec-03 

NO 

1.181 

2002 

327/2003 


Real Esiate Inveslment Trusts 

Prospective 



Dec-03 

No 

6.014 

2002 

0521/2003 


Financial Congkomerates 

Prospective 

BRE 


Deo03 

No 

1.577 

2003 

10/14/2002 


Real Estate Inveslment Trusts 

Prospective 

CGT 

CAE Inc 

Mar-04 


938 

20© 

8/82003 

Electronic Technology 

Aerospace A Defense 

Method Not Specified 





Kith-cam 

pames 


n litahfesearch 



aware that the firm may have a conflict of interest that could affect the objectivity of this report. Investors should consider 
this report as only a single factor in making their investment decision. Please refer to the last page of this report for 
important disclosure and certification information 
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APPENDIX A: Companies that Currently Expense or Intend to Expense Stock Options using the Fair Value Method (Continued) 

BEAR Accounting and Taxation Research 

STEARNS 


April 28, 2004 


Pat McConnell, CPA (212) 272-4193 
Janet Pegg, CPA (212) 272-4191 
Chris Senyek, CPA (212) 272-2509 
Dane Mott (212) 272-4080 


Ticker 

Company 

Year End 

SSPSDO 

Cap'italiut/cn 

Year 


Sector 

Industry 

Method Ado pled 

CIPO 

CalpfopCap 

Dec-03 

No 

3 

2002 

4/262003 

Consumer Durables 

HomebuSdlng 

Prospective 

nr. 

Camden Na!jona! Cop 


No 

245 

2003 

8727/2002 


Regional Banks 

Prospective 

CCS 

CamecoCotp 

Dec-03 

No 

2.600 

2003 

1/2872004 

Non-Enerpy Minerals 

Other MetalsiMlnaals 

Prospective 

au 

Canada Ufe Finanria! Corp (e) 

0ec-03 


39 

2003 

12/972002 


UfeiHealS) Insurance 

Prospective 

on 

Canadian Nafionaf FtaJvray Company 



11.475 

2003 

472372003 

Transportation 

Railroads 

Prospective 

cos.uk 

Canadian 03 Sands Trust 

Dee-03 

Nc 

N'A 

2003 

1072372003 

tAscePaneous 

Investment Trusts/Mutual Funds 

Method Not Speofied 

CP 


Oec-03 

No 


2003 

172772004 

Transportation 

Railroads 

Prospeaive 

GUSH 

Canaigo Energy Corp 

Doc-03 

No 

96 

2003 

11/14/2003 

Industrial Services 

CriSeW SetYices/Etutpment 

Prospearve 

CCBG 

Capita! Crty Bans; Group Inc 

Dec- 03 

No 

556 

2003 

5715/2003 


Regional Banks 

Prospectrve 

CTDN 

Capital Directions Inc 

Dec-03 

No 

32 

2002 

373172003 


Mala Banks 

Prospective 

COP 

Capital One Financial Corp 

Oec03 

Yes 

16.449 

2003 

1/21/2004 

Finance 

Fmanee/RentaFLeasing 

Prospective 

RKE 

Capital Rock Energy Coni. 

Dec-03 

No 

51 

2003 

8/1972003 

UtSJes 

Electric U*Ses 

Retroactive Restatement 

CSWC 

Capital Southwest Coop 

Mar-04 

No 

306 

2003 

8/82003 

Finance 

Miscellaneous 

Prospective 

C0MRF 

Cattfiome Pharma Cap. 



185 

2003 

0472072004 

Health Technobgy 

Biotechnology 

Prospective 

CP.E 

Carramenca Realty Cap 



1.560 

2003 

2/2872003 

France 

Real Estate investment Trusts 

Prospective 

CATV 

Cahay Bancorp, lno(f) 


K1 


2903 

4715/2003 

Finance 

Regtonai Banks 

Method Nd Specified 

C8L 

CSL S Associate; Properties. Inc 


in 


2003 

1072972002 


Real Estate investment Trusts 

Prospective 




ii 


2002 

473072003 


Real Estate Investment Trusls 

Prospective 


i' o' i. . J, . . 




2003 

272872093 

Non-Energy Maieiats 

Predous Metals 

Protective 

CFK 

CE FrankSn limited 


■9 


2003 

04712/2004 

Industrial Services 

OSfield SernceaEoupment 

Prospectus 


Cedar Fair, l.P. 

Deo-03 

NO 

1,621 

2003 

57812003 

Consumer Services 

Movies/Entertarment 

Modified Protective 


Cetanes* AG 


No 

2.009 

2002 

1072272002 

Process Mu stries 

Chemicals: Specialty 

Meihod No! Specified 

CIS 

Ceiesfica Inc 

Dec-03 

No 

4,140 

2003 

1723.2004 

Electronic Technotogy 

Electronic Components 

Prospective 

CO 

Cendant Cap (d) 

Oec-03 



2003 

828,2002 

Consumer Services 

Other Consumer Services 

Prospective 

CTX 

Certex Com 

Mjr-04 


6.839 

2004 

9112/2002 

Consume DuraWes 

HomebuJblng 

Prospearve 

CETVF 

Central European Media Enterprise 

Dec-03 


2,069 

2003 

5/772003 

Consume Servces 

Broadcasting 

Prospective 

CHG 

CH Energy Group Inc 

0ec-03 

No 

751 

2003 

271972003 

USSSes 

Electee UtSSes 

Modified Prospective 

CRY 

Charnpicnfyte Holdings Inc 

Dec-03 

No 

6 

2002 

87192003 

Consumer Non- Durables 

Food. SpeoaHy/Candy 

Prospective 

CHTR 

Charter Communications 

Dec- 03 

No 

t 334 

2002 

8672002 

Consumer Services 

CaWe/SateSte TV 

Prospective 

CME 

Chicago Mercantile Exchange Hokings Inc 

Oec-03 

No 

3,921 

2003 

171072003 


Investment Banks/Brokers 

Retroactive Restatement 

CEVC 

Ctwia Energy Ventures Corp 


No 

22 

2002 

4/1672003 


Specialty Telecommunications 

Prospective 


Choee Hotels International. Inc 


No 

1,591 

2003 

972572002 

Ccnsumer Services 

HotetaTResorts/Cnjoeknes 

Prospective 

CWON 

Choice One Ccmmurtoeons 

Dec-03 

No 

23 

2003 

11721/2002 

Communications 

Specially TekKommunications 

Prospective 

C8 

Chubb Cap 

Oec-03 

Yes 

13,079 

2003 

8/14/2002 


Property/Casualty Insurance 

Modified Prospective 

CSB 

C6a Specialty Chemicals Hotdinos me 

Dec-03 


4,552 

2003 

2'472003 

Process Industries 

Chemicals. Specialty 

Modified Prospective 

CIN 

Cinergy Corp 

Oec-03 



2003 

7/24/2002 

Utilities 

Electric UfiSies 

Prospective 

c 

CWgroup 



254.285 

2003 

8/4/2002 


Financial Conglomerales 

Piospedivo 

CIF 

Clevetmd.Clitts Inc 

Deo-03 

No 

594 

2003 

4/24/2003 

Ncn-Enenjv Mneiats 

Sleol 

Prospective 

CMS 

CMS Energy Cop 

Dec-03 


1,426 


931/2003 


Electnc UPIiSes 

Prospective 

KO 

Coca-Cola Co. 

Dec-03 


124,218 


7/14/2002 

Caisumer Non Durables 

Beverages Non-Alcoholic 

Modified Prospective 

C0HT 

Cohesant T eclmotogies Sic 

Nov-03 


18 

2003 

3731/2003 

Producer Manulacturrg 

industrial Machinery 

Modified Prospective 

CLP 

Cofcnial Properties Trust 

Dec-03 

No 

982 

2003 

3/28/2003 

finance 

Real Estate Investment Trusts 

Prospective 

CMA 

Comerica 

Dec-03 

Yes 

9.105 

2002 

862002 

Finance 

May* Banks 

Prospective 

CMMO 

Contra nd Securities 

Mar-04 


8 

2002 

67302003 

Commercial Sendees 

Misceteneous Commerdat Services 

Prospective 

COSH 

Commerca Bancstares. Inc 

Dec-03 


3.027 

2003 

273/2003 


Regional Banks 

Retroactive Restatement 

NNN 

Comma Oat Net Lease Realty 

Deo-03 


875 

2003 

037122004 


Real Estate Invesbnen! Trusts 

Prospctfive 

CA 

Computer Associates 

Mar-04 


16,540 

2003 

77292002 

Technology Sennets 

Packaged Software 

Prospective 

COP 

ConocoPMSps 

Doc-03 

Yes 

51.071 

2003 

9252002 

Energy Minerals 

Into grated Oil 

Prospective 

MCF 

Contango Oil S Gas 

JurMwl 

No 

91 

2002 

8752002 

Energy MreraS 

CM 4 Gas Production 

Prospective 


Cooper Industries 

Deo03 

Yes 

5,398 

2003 

176/2002 

Producer Marufactunng 

Electrical Products 

Prospective 

CORS 

Corns Sanksharcs 'no 

Oec-03 



2003 

t.202004 

Finance 

Regkmal Banks 

Modified Prosiiecme 

COST 

Costco Wholesale Com 

Aug03 

Yes 

262 

2003 

6/14/2902 

Retail Trade 


Prospearve 

TEU 

CP Ships LimKod 

Dec-03 


1.550 

2004 

04/072004 

Transportation 

Marine Shipping 

Modified Prospectivt 

CACC 

Crccfit Acceplance Michigan 

Dec-03 



2003 

42472003 

Finance 

Froance/Renta I/leasing 

Rorroactivc Restatement 

CSR 

audit Suisse Group 

Deo-03 

No 

38.711 


852003 

F marge 

Major Banks 

Prospective 

CREO 

Creolnc. 

Sep-03 

No 

433 

2004 

2/12004 

Technology Services 

Packaged Software 

Mclliod Not Specified 

CEI 

Crescent Real Estate Equities Co. 

Deo-03 

No 

1.574 

2003 

3282003 


Real Estate Investment Trusts 

Prospective 

CWN 

Crown American Realty 

Dec-03 

No 


2003 

8/132003 


Real Estate Investment Trusts 

Modified Prospective 

CCI 

Crown Castle International Inc 

Dec-03 

No 

3.391 

2003 

57132003 

CcmmurcaScns 

Specialty Telecommunications 

Prospective 

CSGS 

CSG Systems Intematonai 

Dec-03 

No 

894 

2003 

127102003 

Tccfinotagy Sendees 

Data Processing Services 

Prospective 

CSX 

csx corp 

Dec-03 

Yes 

6.731 

2003 

2728/2003 

Transportation 

Railroads 

Prospearve 

CMI 

Cummins Inc 

Deo03 


2.697 

2003 

5/12/2003 

Producer Manulacturmg 

T rucks/Construc JoriTFarm Machkrery 

Prospective 

OCX 

OaimletChrysler AG • ADR 

Oec-03 

No 

45,857 

2003 

7242003 

Consumer Durables 

Motw Vehicles 

Prospective 

OTMG 

OataMEG Cop 

Oec-03 

No 

25 

2003 

47182003 

Electronic i ethnology 

Electronic Components 

Prospearve 

DIM 

Del Monle Foods Company 

Apr-04 

No 

2.421 

2003 

7222003 

'consumer Non- Disables 

Feed Major Drversified 

Prosiieaive 

OFG 

Delphi Financial Group, Inc 

Dec-03 

No 

1,271 

2003 

7232003 

France 

Ute/Heallh Insurance 

Prospective 

OCX 

Deluxe Com 

Dec-03 

Yes 

2.070 

2C04 

037122004 

Commercial Services 

Commerctal Printingi Forms 

Modified Prospective 



Dec-03 

No 

47.968 

2003 

3272003 


Major Banks 

Prospeaive 



Mar-04 

NO 

358 

2003 

8132003 

Commercial Services 

Miscefianeous Commercial Services 

Prospective 

ovs 

Diversified Security Sokjttora Inc 

Dec-03 

No 

38 

2003 

S7152003 

Commercial Services 

Mtsce ten ecus Commercial Services 

Prospective 

NSKY 

Document Security Systems Inc 


■a 


2003 

117142003 

Ccmmercial Services 

Commercial Printing/Fonne 

Prospeaive 

001 



n 


2003 

77192002 

Consumer Non-Durables 

Food: Major Diversified 

Prospective 


Do8ar Thrifty Automotive Group Inc 


n 


2003 

57142003 


F inancei RentalUating 

Prospeaive 

OTC 



B3 


2002 

047012004 

Process Industries 

Pulp* Papa 

Prospeaive 



BBCSdI 

M 


2003 

2/42003 


Fmance/RenUFleasing 

Modified Prospective 

DOW 


■Kimi 

Yes 

38.741 

2803 

9262002 

Process Industries 

Chemicals May* Diversified 

Prospective 



Dec-03 

No 

2.328 

2003 

22072003 

UakJcs 

Electric USdes 

Prospeaive 

QW 


Flor-M 

No 

378 

2002 

3282003 

Producer Manufacturing 

Buikting Products 

Prospective 

DRE 


Dec-03 

No 

4.064 

2002 

77312002 


Real Estate Investment Trusts 

Prospective 

DD 

DuPail 

Oec-03 

Yes 

44.423 

2003 

11/52002 

Process Industries 

Chemicals May* Diversified 

Prospeaive 
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APPENDIX A: Companies that Currently Expense or Intend to Expense Stock Options using the Fair Value Method (Continued) 

BEAR Accounting and Taxation Research 

STEARNS 


April 28, 2004 


'at McConnell, CPA (212) 272-4193 
Janet Pegg. CPA (212) 272-4191 
Chris Senyek, CPA (212) 272-2509 
Dane Mott (212) 2724080 


Year End S4P5M Capiaiiiation Year 


DON 

Oynamexlnc 

JuFCQ 

Nc 

156 

2004 

6/167003 

Transpcrlation 

Air Freight/Couriers 

Mod (Fad Prospective 



Dec- 03 

Yes 

1.431 

2003 

4/11,7003 


GasOistributons 

Prospective 

EACE 

eAcrekrration Coip 

Dec-03 

No 

5.396 

2003 

11/127003 

Technology Services 

Packaged Software 

Modified prospective 

ERMC 

Eagle Rivef Mining Coip- 

Dec-03 

No 


NA 

04/093004 

NrxvEnergy Minerals 

Prerious Metals 

.Method Not Specified 

EGP 

Eastgroup Properties Inc 

Dec-03 

No 

623 

2002 

03/157004 

Finance 

Real Estate investment Trusts 

Prospective 


ECLG 

Ecoltege.cem Inc 

Oec-03 No 

424 

2003 

1/21/2004 

Technology Services 

Internet Soriware/Se/Mcss 

Prospective 

EGAM 

EGames inc 

Jun-04 No 

17 


11/14.7002 

Consumer Durables 

Reaeabonai Products 

Prospective 

EGO 

Bdorado GoH Corp. 

Oec-03 No 

655 

2003 

03/09/2004 

Nor-Energy Minerals 

Precious Metals 

Prospedlve 


Bie Pharmaceuticals be 

Mar-04 No 

43 

2003 

2/14/2003 

Health Technology 

Phaimaceutxals' Generic 

Prospective 

tSEE 

Emertjng Vision Inc 

Dec-03 No 

9 

2003 

04(057004 

Petal Trade 

Specially Saves 

Prospective 


Emerson Electronics 


Endurance Specialty Holdings Ur 
Energen 

Ennis Business F«ms Inc 


Produce, Manufacturing 

Consumer Services 

Coromerdai Services 


Pto spectre 
Prospective 
Prospective 


ETR 

Entergy Corp 

Dec-03 Yes 

13.028 

2003 

3/19/2003 

U tribes 

Electric UriHtes 

Prospective 

ETOP 

Entrap* tnc 

Dec-Q3 No 

7 

1999 

1999 

Health Technology 

Pharmaceuticals: Other 

Prospective (b) 

ENT 

Ecuant NV (v) 

Dec-03 No 

2.595 

2002 

3/177003 

Technology Services 

information Technokjgy Services 

Modified Prospective 

EOP 

Equity Office Propwtes 

0ec-03 Yes 

10.226 

2003 

3/317003 


Real Estate Investment Trusts 

Prospective 

EQR 

Equity Resaentiai 

Dec-03 Yes 

A 653 . 

2003 

S/137003 

France 

jfoj f * ale -nyestmetrt trusts 

Prospers ve 


Everest Re Group, LM 

Exfo Electro Optical Engineering Inc 
Ejpedia, Ire (i) 

Exxon Mobil Cap (li 


Aug-03 

Deo-03 

0eoQ3 


Electronic Technology 
Consumer Services 
Energy Minerals 


-g£Sm=r 


Fannie Mae 
EBL Financial Group, inc 
Federated Investors Inc 
FelCor Lodging Trust inc 
Fidelity National Finandal Inc 


fiWi Third Bancorp 
First Community Bancorp 
First Financial Bancorp CaKomia 

First industrial Realty Trust. Inc 

First Keyslcng Cap 


Dec-03 

Oec-03 

Dec-03 


31.013 2004 


10730003 Finance 


04/147004 

11/70003 

5/140003 

2/120003 

5/117003 




Regional Banks 
Major Banks 

Real EsBle Investment Trusts 


Retroactive Restatement 

Prospectrve 

Prospective 


FNSC 

FNCB 

FNRN 

FRC 

FBF 

First National Bancshares Inc 

First National Community Bancorp. Inc 

First Northern Community Bancorp 

Fksl Republic Bank 

FleelBoston Financtai Coip 

Dec-03 

0ec-03 

Dee-03 

Oec-03 

Dec-03 

No 

No 

No 

No 

St 

161 

94 

575 

m 

2003 

2003 

2003 

2003 

2002 

03/30/2004 

5/97003 

8/147003 

8737003 

8/147002 

Finance 

finance 

Regional Banks 

Major Banks 

Regional Banks 

Regional Banks 

Major Banks 

Prospective 

Prospective 

Prospective 

Prospective 

Prospective 

FTl 

FN8G 

FNX 

Fleming Companies Inc 
FMCTechnotogiesInc 

FNB Bancorp 

FNX Mining Conwwy Inc 

Ford Motor Company |k) 

Dec-03 

Dec-03 

Dec-03 

Oec-03 

D«c03 

No 

1.867 

79 

226 

28.746 

2003 

2004 

2003 

2004 

2003 

8(812002 

03.767004 

3/317003 

11/187003 

9/127002 

Dstribufcb Services 
Industrial Services 

Ncn-Energy Minerals 

Cm sumer Durables 

Food Distributors 

OHItold Servioes/Equipinent 

Regional Banks 

Other Metals/Mbeiab 

Motor Vehicles 

Method Not Spe dried 
Retroactive Restatement 
Prospective 

Retroactive Restatement 
Modified Prospective 

FDG 

FS 

WFA 

FRE 

Fording Canadian Coal Trust 

Four Seasons Hotels be 

Franco Telecommunications (v) 

Freddie Mac 

Gabcli Asset Management Inc 

Oec-03 

Dec-03 

Dec-03 

Dee-03 

Dee-03 

No 

1.950 

1,945 

M80 

2003 

2003 

2002 

2002 

2003 

2/47004 

03/177004 

3717003 

773/2002 

776/2002 

Energy Minerals 

Consumer Services 
Communications 

Coal 

Holds/Resoris/Cruiseibes 

Major Telecommunicabons 
FbancaRantal'leasbg 

Investment Managers 

Prospective 

Prospective 

Modified Prospective 
Retroactive Restatement 
Prospective 

G8P 

GXY 

AJG 

GBCB 

GE 

Gables Residential 

Galaxy Nutritional Foods 

GaBagher (Arthur J) 

GBC Bancorp (!) 

General Electric 

illli 

No 

No 

Yes 

31 

2.933 

N/A 

309.314 

2003 

2003 

2003 

2002 

11/4/2002 

8/147003 

1777004 

7/167003 

7/317002 

Consumer Non-Dtaabtes 
Finance 

Finance 

Producer Manutacluring 

Real Estate Investment Trusts 

Food'. Meat/Fish/Dairy 

Insurance Brokers/Servicss 

Regional Banks 

Industrial Conglomerates 

Prospective 

Prospective 

Method Not Specified 
Prospective 

JOB 

CM 

GPC 

GP 

GTAX 

General Employment Enterprises. Inc 

General Molots 

Genuine Parts 

Georgia Pacific Corp 

Gilman 3 Ckxia 

Sep03 

Oec-03 

Oec-03 

Oec-03 

Yes 

No 

27.762 

6.399 

9.695 

5 

2002 

2003 

2003 

2003 

2002 

8/57002 

8/6(2002 

3/57003 

11/107003 

1717004 

Commercial Services 
Ccbsumer Durabtos 
O/sWrotxm Services 
Process Industries 
Consumer Services 

Personnel Services 

Motor Vehickn 

Whdesale Ostnbutors 

Pulp 4 Paper 

Other Consumer Services 

Method Not SptdHad 
Prospective 

Prospective 

Prospective 

Prospective 

GS 

GVA 

GXP 

GREY 

GNTY 

Goldman Sachs Group Inc 

Granite Consbudkm Inc 

Great Plains Energy 

Grey Global Group Inc 

Guaranty Bancshares, Inc 

Nov-03 

Dec-03 

Oec-03 

Dec03 

Dec03 

No 

48.456 

938 

2.243 

1,018 

58 

2003 

2003 

2003 

2003 

2002 

8(137002 

3787003 

11/147002 

8/147002 

9/67002 

Finance 

Industrial Services 
l/dilies 

Ccmmereial Sennces 

Fin ante 

Engineering 6 Construction 

Electric UtriSes 

Advettisbg/MatkeSng Services 

Regional Banks 

Prospective 

Modified Prospective 
Prospecllve 

Modified Prospective 

GTRC 

HRB 

HAF 

HANA 

Guitar Center 

H&R Block Inc (1) 

Haights Cross Communications, be. 

Hallmark f inancial Services Inc 

Hanaro Telecom be 

Deo03 

Apr-04 

Dec03 

Dec-03 

Dec03 

No 

No 

No 

892 

8741 

22 

744 

2003 

2004 

2002 

2003 

2003 

6/137003 

9/117002 

1077003 

5/157003 

6/67003 

Retal Trade 

Consumer Services 
Consumer Services 

CoromunicaliofB 

Specialty Stores 

Other Consumer Services 

Pufcfcshbg: Educational and Professional 
Property/Casualty insurance 

Major Ttteoommunteatjons 

Prospeohe 

Prospecllve 

Prospective 

Prospecllve 

Modified Ptosoectrvo 

JHF 

JHX 

HAR 

HIG 

Hancock John Financial Services 

Handleman Company 

Hardie James Industries NV 

Harman International Industries 

Hartford Fmsndal Services Gtoup, Inc 

Dec-03 

Apr-04 

Mar-04 

Dec-03 

No 

No 

13.545 

584 

2.181 

5.646 

18.589 

2003 

2083 

2003 

2003 

2003 

SS£5« 

Illli 

Orstrkwtkxi Services 
Non-Energy kfinerals 
Cavsumer Durables 

Financial Conglomerates 

Wholesale Distributors 

Construction Materials 
Etectronics/Appliances 

Multi-line Insurance 

Prospedwe 

Retroactive Restatemenl 
Prospsctlve 

Prospective 

HNR 

HOP 

HCN 

Hartman Commercial Properties REIT 

Harvest Natural Resources 

Hawaiian Electric industries be 

Health Care Property Investors Inc 

Health Cara REIT Inc 

Dee-03 

Oec-03 

Dec-03 

Dec-03 

No 

No 

No 

No 

560 

1.9(4 

6.249 

1.691 

2003 

2003 

2002 

2003 

8/67003 

3/31/2003 

1717003 

270/2003 

5/170)3 

Energy Minerals 

1/bUes 

Finance 

Real Estate In vestment Trusts 

OJ 4 Gas Production 

Etecnc UtJnies 

Real Estate Investment Trusts 

Real Estate Investment Trusts 

Prospective 

Prospective 

MxMed Prospective 
Prospective 


BEAR, STEARNS & CO. INC. 383 MADISON AVENUE NEW YORK, NY 10179 (212)272-2000 WWW.BEARSTEARNS.COM 







79 


APPENDIX A; Companies that Currently Expense of Intend to Expense Stock Options using the Fair Value Method (Continued) 

B EAR Accounting and Taxation Research 

STEARNS 


April 28, 2004 


>at McConnell. CPA (212) 272-4193 
Janet Pegg, CPA (212) 272-4191 
Chris Senyak, CPA (212) 272-2609 
Dane Molt (212) 272-4060 


Year End S8P500 


03/1972004 

6/7/2003 

11/2612003 




Modified Prospective 


SIMM 

Hockey Company 

Dec -03 

No 

N/A 

2003 

03J2&2G04 

Consumer Durables 

Recreational Products 

Prospective 

HO 

Home Depot Inc 

JarvTU 

Yes 

61.807 

2003 

8/23/2002 

RetaJ Trade 


Prospective 


Home Properties of New York Inc 

Dec-03 

NO 

1,231 

2003 

877/2002 



Modified Prospective 

HRL 

Home! Foods Ccrp 

Oct-03 

No 

4.297 

2003 

11/7(2003 

Cwrsumef Ncn-Durahkrs 

Food: Meat/Fish/Dairy 

Prospective 

KMT 

Host Marriott Cmp 

Deo-03 


3,960 

2002 

10/162002 



Prospective 

HI 

Household InletTOtianaf ioc {ml 

Dec-03 


N/A 

2002 

»12?002 



Prospective 

THX 

Houston Exploration Company 

Dec-03 


1.437 

2003 

2/21/2003 

Energy Minerals 

0* & Gas Producten 

Prospective 

H8C 

HSBC Mowings PLC(m) 

Dec-03 

NO 

162.445 

2002 

2/20/2003 


Ma)* Banks 

Prospective 

W 

Hudson U« ted Bancorp 

Dec-03 

No 

1.636 


3/14/2003 

Finance 

Regional Banks 

Prospective 

Him. 

Hudson Vatev Koitfing 

Dec- 33 

No 

N/A 

2002 

3/27/2003 

Finance 

RegBnai Banks 

Prospective 

HS 

Hughes Electronics Conp 

Dec-03 

No 

24.960 

2003 

5/8/2003 

Consumer Services 

Cabte/SateSteTV 

Prospective 

KBEK 

Humboldt Bancoro 

Dec-03 

No 

294 

2003 

3/28/2003 


Majct Banks 

Prospective 

HYPO 

HyperdyrrarTra 

JurvOA 

No 

85 

2004 

02/217004 

Technology Servces 

Information Technology Services 

Retroactive Restatement 

IRW 

IBT Bancorp Inc 

Dec-03 


137 

2003 

03/15/2004 


Regional Banks 

Prospective 

ICOC 

ICO Inc 


No 

49 

2003 

2/14/2003 

Industrial Services 

CklSad Serviees/Eauipment 

Prospective 


Iitco United 

Dec-03 


6,132 

2003 

2/4/2003 

Non-Energy kAnerab 

Other Metals/Minerals 

Prospective 


Ingles Martas Inc 

Sep03 


268 

2003 

12/22/2003 

Reta4 Trade 


Prospective 

IPS 

Insignia Fmanaal Group, Inc (g) 

Dec-03 

No 

m 

2002 

7/24/2002 

Flr-aic* 

Real Estate Development 

Prospective 

INM0 

(diagramed America Inc 

Dec 03 

No 

28 

2003 

! 1/13/2003 

Health Services 

Medkat'Nursrig Services 

Prospective 

USA! 

Interactive Corp (tl 

Dec-03 

No 

5.398 

2003 

7/24/2002 

Retail Trade 

krlemet Retail 

Prospective 

ITGS 

International Thoroughbreds Breeders 

■■TPI 


13 

2003 

10/14/2003 

Consumer Sendees 

Casinos/Gaming 

Prospective 

1CCSA 

Internet Commerce Ccrp. 


Efl 

5,398 

2004 

03/16/2004 

Technology Services 

Internet Software/Services 

Prospective 

MMH 

interstate Hotels S Resorts, Inc 



1,018 

2003 

5/12/2003 

Ccrsumer Services 

Hotets/ResorisrCiuiseDnes 

Prospective 

IAJA 

lotler Automotive Inc 


E9 

810 

2003 

02/24/2004 

Producer Manufacturing 

Auto Paris OEM 

Prospective 

FfG 

Investment Technology Group New 

HujTjI 

rfl 

655 

2003 

03/12/2004 


Investment 8anks/Btokers 

Prospective 

wvs 

INVESToo/s Me 

Dec-03 


93 

2003 

3/21/2003 


Savings Banks 

Prospective 

IOM 

Iomega 

Dec-03 


279 

2003 

7/24/2002 

EieCronic Technology 

Computer Peripherals 

Prospective 

IPCR 

IPC Hokimgs, Ltd 

Dee-03 


1,893 

2003 

3/18/2003 


Propefly/Casuatty Insurance 

Prospective 

IPS 

Ipscolnc 

Dec-03 

No 

927 

2003 

04/02/2004 

Non-Energy Minerals 


Prospective 

:RM 

Iron Mountain Inc 

0ec-03 

NO 

3.781 

2003 

3/21/2003 

Commercial Services 

Miscellaneous Commercial Services 


IS7 

lapat tniematicnai NV 

Dtc-03 

No 

1.334 

2003 

03/107004 

Non-Energy Minerals 

Steel 

Prospective 

SFI 

iStar financial 

Dec-03 

NO 

4.163 

2003 

7/247002 


ReS Estate Investment Trusts 

Prospective 

HUGO 

ivanhoe Minos United 

Dec-03 


1,600 

2002 

11/17/2003 

Non -Energy Minerals 

Other Me'atVMr-erafe 

Meddled Prospective 

JPM 

J P. Morgan Chase & Co. 

Dec-03 

Yes 

79.729 

2003 

0/122002 


Financial Conglomerates 

Prospective 

JEF 

Jefferies Group, Inc 

Dec-03 


2,061 

2003 

2/5/2003 

Fnance 

investment Banks/Brokers 

Prospective 

JAS.A 

Jo-Arm Stores Inc 



5,398 

2003 

5702003 

RcuM Trade 

Specialty Stores 

Modified Prospective 

XI 

Johnson Conlrols me 



11.062 

2003 

10/92002 

Producer Maradaouring 

Auto Parts: OEM 

Prospective 

JNY 

Jones Apparel Gnxip Inc 


esh 

4.773 

2003 

7/31/2002 

Consumer Non-Durables 

Apparel/Footwew 

Prospective 

KWD 

Ke throat Co. (w| 


SSI 

1,117 

2003 

0282002 

Consumer Non-Doratkes 

ApparrtFoolwar 

Not Adopted 

XEY 

KeyCorp 



12.422 

2003 

10/172002 

France 

Major Banks 

Prospective 

KSE 

Keyspan Corp 

Dec-03 

Yes 

5.808 

2003 

926/2002 

UOSsra 

Gas Otsoiiutors 

Prospective 

KTR 

Keystone Property Trust 

Dec-03 


630 

2003 

4/ 142003 


Real E stole Investment Trusts 

Prospective 

KRC 

KJJroy Really Corp 

Dec03 


912 

2002 

0/132002 


Real Estate Investment Trusts 

Prospective 

KIM 

Krmco Realty Corp 

Dec-03 


4.728 

2003 

3272003 


Real Estate Investment Trusts 

Prospective 

KFS 

King sway F nandol Services Inc 

Dec-03 

No 

641 

2003 

02/192004 


Property/Casualty insurance 

Method Not Specified 

KMftT 

Kmart McMrng Corp 

Jan-04 


4.208 


8292003 

RctaJ'rarie 

Discoid! Stores 

Prospective 

knol 

Knotogy 

Dec-03 

No 

191 


3/31/2003 

Electronic Technology 

Communicaticcs Equpmenl 

Prospective 

KPN 

Konlnkli|Kc Pn Nedecrianiis 

Dec-03 

No 

18,352 

2003 

03/127004 

Communications 

Major Telecommunications 

Retroactive Restatement 

LAB 

LabtancheiCo. Inc 

Dec-03 

No 

614 

2003 

5115/2003 

France 

Investment Banks/Brokers 

Prospective 

IHO 

tasaile Holsl Properties 

Oec-03 

No 

543 

2003 

02/182004 

Finance 

Real Estate Investment Trusts 

Prospective 

LEA 

Lear Corp 

Dec-03 


4.403 

2003 

10/182002 

Producer Manuhtduring 

Auto Parts: OEM 

Prospective 

LEE 

Lee Enterprises 

Sep-03 


2.131 

2003 

7222002 

Cersunwr Services 

Publishing Newspapets 

Retroactive Restatement 

l.M 

Logg Mason Inc 

Mar-04 


6.215 

2003 

11/142003 

France 

investment Banks/Brokers 

Prospective 

LEG 

Lcggorl S Platt 

Dec-03 

Yes 

4,803 

2003 

11/202002 

Consumer Durables 

Home Furnishings 

Prospective 

IEH 

Lehman Brothers HoWimis me 

Nov-03 


21.421 

2004 

04/142004 


Investment Banks/Brokers 

Prospective 

IVLT 

Level 3 Communications. Inc 

Oec-93 


2,348 

'958 

1998 

Technology Services 

Information Technology Services 

Prospective jbi 

LBl 

liwtie Investments Del 



147 

2003 

11/142003 


Real Estate Investment Trusts 

Prospective 

LRY 

L&erty Property Trust 

Dec-03 

No 

3,187 

2003 

4222003 


Real Estate hwastmont Trusts 

Prospective 

LEC0 

Lincoln Elect)*: Holdings. Inc 

Dec-03 

No 

1.284 

2003 

10/162002 

Producer Manulacnirrg 

industrial Machinery 

Prospective 

INC 

Lincoln National Corp 

Oec-03 

Yes 

8.330 


8/87002 


UteWealth Insurance 

Retroactive Restatement 


lion Inc 

Oec-03 



2003 

5/152003 

Commercial Services 

Financial Pubkshmg/Servtces 

Prospective 

LYG 

Lloyds TS8 Group PLC 

Dec-03 


42.421 

2003 

6232003 


Finance! Conglometalos 

Prospective 

STAR 

Lone Star Sleakhousc S Saloon Inc 

Dec-03 


054 

2002 

4/142003 

Ccnsumer Services 

Restaurants 

Retroactive Restatement 

LGBW 

longbow Mining Ccrp. 

Dec-03 



2003 

04/052094 

Ncr-Energy Mnerals 


Retroactive Reslatemeni 

LOW 

Lowe's Companies. Inc 

Jarv04 

Yes 

42.191 

2003 

8/192002 

Retail Trade 

Home Improvement Chakis 

Prospective 

LTC 

LTC Properties me 

Oec-03 

No 

288 

2003 

3/312003 

France 

Real Estate Investment Trusts 

Prospective 


lumens LTD 

Dec-03 

No 

47 

2003 

3202003 

HeaSh Technology 

Medical Specattws 

Prospective 

LYO 

Lyondell Chemical Co. 

Decfl3 

No 

3,022 

2003 

0/132002 

Process Industries 

Chemicals: Specialty 

Prospective 

MTS 

M 4 T Bank Corp 

Dec-03 

No 


2003 

9/192002 


Regional Banks 

Retroactive Restatement 

MRD 

MacDaimid Inc 

Dec-03 

No 

1.031 

2001 

4/12001 

Process industries 

Industrial Specialties 

Prospective 

MAC 


Dec-03 

No 

2.537 

2002 

0/12/2002 

France 

Real Estate Investment Trusts 

Prospective 

CLI 

Mack Call Realty Corp 

Oec-03 

No 

2.278 

2002 

2262003 

Finance 

Real Estate investment Trusts 

Prospective 

MGCN 


Oct-03 

NO 

4 

2002 

2/1 72004 

Consumer Services 

fiknteME/rtertanmenl 

Prospective 

MGA 

Magna International Inc 

Oec-03 

No 

8.C01 

2003 

0227C004 

Producer Manu/aOunng 

Auto Parts: OEM 

ProspectNe 

MHS 

Magnum Hunter Resources 

0ec03 

No 

759 

2003 

8/62003 

Energy Minerals 

OS 8 Gas Productioo 

Prospective 
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APPENDIX A: Companies that Currentl 


BEAR 

STEARNS 


tions using the Fair Value Method (Continued) 


Accounting and Taxation Research 

Pa! McConnell, CPA (212) 272-1193 
Jane! Pegg, CPA (212) 272-4191 
Chris Sertyek, CPA (212) 272-2509 
Dane Motl (212) 272-4080 



Real Estate Investment 
UWHeaRh Insurance 
Oil Refeihg/Markebng 
Mwfcte SMppiig 

Bonding Products 

MuKRine Insurance 
Department Slwes 
Specialty Insurance 
Services lo Ihe Health Industry 


Prospective 
Prospectus 
Modified Prospective 
Prospective 


Electronic Technology 
Technology Services 


Electronic Technology 
Process Industries 
Consumer Non-Durables 


Commercial Services 
unities 


Non-Energy i 

Producer Manutactuing 
Eleckonic Technology 
Non-Energy Minerals 
Minerals 


Transportation 


Process industries 
industrial Services 
Commensal Servees 
Keehh Technology 


Consumer Services 
Energy Minerals 


Consumer Seraces 

Consumer Non-Durahle3 


Energy Minerals 
Energy Minetals 
Producer Manufacturing 


Regional Banks 

Real Estate investment Trusts 

Biddhg Products 

UleiHeallh Insurance 
Property/Casualty Insurance 
Semiconductors 
Packaged Software 

Real Estate Inveslmenl Trusts 


M^or Banks 

Real Estate Investment Trusts 
Electronic Production Equipmenl 
Chemkats: rigricuttwal 
:Afcobc*c 


Irwestmenl Trusts 
Reel Estate Investment Trusts 
Property/Casualty Insurance 
Financial PubfsNng/Services 
Inveslmenl BariksrtJrokers 


Major Barks 

Real Estate Investment Trusts 
F nancial PubUshmg/Services 
Electric unities 
Data Processing Services 


Ute/Mealth Insurance 
PropertyiCasualty Insurance 
Intemel Retai 
Inveslmenl Managers 
Dst*utort 


Electronic EquipmenWnsliwnents 
Real Estate Investment Trusts 
Specialty Telecommunicaijoos 
01 4 Gas ProducOcn 
Investment Banks/Brokers 


Other Metals/Minerals 
Bulking Products 
Telecommuniratnnj Egulpnvent 
Precious Meats 
Other Metsts/Mnarats 


Aafinos 

Real Estate Investment Trusts 
Specialty Insurance 
Property/Cawatly insurance 
Insurance 


Chemicals; Specialty 
OiBekl SeiYtces/Eguipmenl 
AdYertBing/Madwtifvj Services 
Biotechnology 

Gas Dtstrihulors 

Electronic EgolpmenVInstroments 
Wireless Teleeommuncalions 
HomebukJing 

TruckstConstructron/Farm Machinery 
Managed Health Care 


Specialty Telecommunications 
Restaurants 
OH 4 Gas Production 
MuSMJne Insurance 
Finance/Rentalr 


Punishing BooiVMagaames 
Property/Casualty Insurance 
Real Estate Investment Trusls 
Food. Major OrveniFed 
Pharmaceuticals: f" 


Miscellaneous 
Integrated Oil 
OB 4 Gas Production 
Industrial Conglomerates 
lifieJHeaHh Ir 


Prospective Ibj 
Prospective 

Retroactive Restatement 


Prospective 
MorSBed Prospective 
Retroactive Restatemem 


Prospective 
Method Not Specified 
Prospedhre 
Method Not 


Prospective 
Prospective 
Melhod Not Specified 
Prospective 


Prospective 

Prospective 

Prospective 

Retroactive Restatement 


Method Not Specified 
Retroactive Restatement 
Prospective 


Not Specified 
Prospective 
Prospective 
Prospect 


Prospective 

Praspedrvo 

Retroactive Restatement 

Prospective 

Prospedhre 

Prospective 

Modified Prospective 

Prospedive 


Prospective 

Retroactive Restatement 


Prospecsve 
Modified Prospective 
Modified Prospective 
Retroactive Restatement 
Retroactive Restatement 
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APPENDIX A: Companies that Currently Expense or intend to Expense Stock Options using the Fair Value Method (Continued) 

B E AFR Accounting and Taxation Research 

STEARNS 


April 28, 2004 


>at McConnell, CPA (212) 272-4193 
Janet Pegg. CPA (212) 272-4191 
Chris Senyek, CPA (212) 272-2509 
Dane MoR<212) 272-4080 


PNW 

Pinnacta West Capital Ccsp 


Yes 

3.649 

2002 

11/14(2002 

Gains 

Electric Unities 

Prospective 

POO 

Placer Dome Inc 

Rum Creek Tmber Co. 

Dec-03 

Dec-03 

z 

6.199 

5-»7 

2003 

2002 

03/05/2004 

8/2/2092 

Non-Energy Mineral 

%£?£»**** 

Prospective 

Prospective 











PCC 

PNC 

BPOP 

PRAA 

PMC Commercial Trust 

PNC financial Services Group, Inc 
ffego Produesig Conpany 

Dec-03 

0ec-03 

Dec-03 

No 

No 

149 

14,847 

3,036 

5,515 

414 

2003 

2003 

2003 

2002 

2002 

3131/2003 

9/30/2002 

8/9/2002 

109/2002 

3/17/2003 

Energy Minerals 

Commercial Services 

Major Banks 

Oil 8 Gas Production 

MtsceSaneois Commercial Services 

Prospective 

Prospective 

Prospective 

Method Not Specified 

PPG 

Post Properties (rtc 

Poiash Cap a) Saskatchewan Inc. 

PPG Industries Inc 

Pa Ccrp 

Oeo-03 

Oec-03 

No 

Yes 

No 

1.060 

4,565 

10.646 

7,823 

FSA 

2033 

2003 

20W 

2003 

2002 

5/15/2003 

2/512004 

2/20/2004 

10/4/2002 

S/19/2002 

Process industries 

Process Industries 

UtSbos 

Real Estate Investmenl Trusts 

Prospective 

Prospective 

Mooted Prospective 
Prospective 

PCO 

PP 

PRM 

Premcot 

Prentiss Properties Trust 

FTiceSmait 

Pnmedia Conpany Inc 

Dec-03 

Oec-03 

Aug-03 

Oec-03 

No 

2.581 

51 

702 

2003 

2003 

2003 

5/6/21X12 

3/28/2003 

8/5/2002 

2/5/2004 

Energy Mfeaals 

Retail Trade 

Consumer Services 

“■« (OriiAtaWnr 

Real Estate investment Trusts 

Prospective 

Prospectte 

Prospective 

Prospective 

PL 

pvx 

Procter S Gamble |q) 

Progressive Carp Ohio 

Protective Life 

Provide Commerce Inc. 

Jun-04 

Dec-03 

Oec-03 

Jun-04 

No 

No 

135.689 

19,262 

2.529 

689 

NIA 

2003 

1995 

8/572002 

5/12/2003 

1995 

9-22/2003 

03/22/2004 

Consumer ton Durables 

France 

Retai Trade 

Finance 

Property/Casualty Insurance 

Catalog & Mai Order 

Not Adopted 

Prospective 

Prospective (b) 

Prospective 

Prospective 

PPGI 

PRU 

Provident Financial Group, Inc 

Prudential Financial Inc 

Dec-03 

Oeo03 

z 

1,957 

23,865 

2003 

2003 

1/15/2003 

8/13/2002 

Finance 

Regional Banks 

Prospective 

Prospective 

PSA 

PHM 

Public Storage Inc 

Pulte Homes, Inc 

Oec-03 

Yes 

5.408 

6,059 

2002 

2003 

11/14/2002 

3/17/2003 

Consumer Durables 


Prospective 

Prospective 

OZMRE 

IQW 

QUIP 

RAE 

Quartz Mountain Resources lid. 

Quebecor World Inc 

Quipplnc 

Rae Systems Inc 

Raven Industries 

XKO 
Oec-03 
Dee-03 
Dec-03 
Jan- 04 

No 

No 

No 

40.051 

2,309 

21 

318 

294 

2003 

2003 

2003 

2002 

2/3/2004 

2/6/2004 

3/14/2003 

5/8/2003 

8/20/2002 

Non-Energy Minerals 
Commercial Services 
Producer Manufacturing 
Technology Services 

Producer Manufacturing 

Precious Metals 

Commensal Prinbng/Forms 



Prospective 

Prospective 

Prospective 

Meddled Prospective 

Modified Prospective 

RCNC 

0 

RA 

RFCG 

RCNCorp 

Realty Income 

Reckson Associated Realty Corp 

Relocus Group Inc 

Dec-03 

Dec-03 

OecrtH 

Oec-03 

No 

No 

No 

1.456 

1,633 

18 

2000 

2002 

2002 

2002 

2000 

7126/2002 

12/16/2002 

3/1972003 

Cwnmunkabons 

Finance 

France 

Health Technologv 

Medical Specialties 

Prospective (b) 

Prospective 

Prospective 

Mod ified Prospective 

RGA 

RNR 

R8NC 

R6PB 

RVP 

Rrwisurancs Group of America, Inc 
RertalssanceRe Hidings Ud 

RepubSc Bancorp Inc 

Repubfc Bancsliates Inc 

Retractable Terfinotogles Inc 

Dec03 
Dec-03 
Deo 03 
Dec-03 
Oec-03 

No 

NO 

No 

2,499 

3.806 

861 

2003 

2003 

2003 

2003 

2002 

1/30/2003 

10/14/2002 

3/21/2003 

11/14/2003 

11/14/2003 

Finance 

Finance 

Finance 

Heato Technctoqy 

Uh/HaaBh Insurance 

Regional Banks 

Prospective 

Prospective 

Prospective 

Prospective 

Prospective 

rey 

RFS 

Reynolds 4 Reynolds Company 

RFS Hotel Investors, Inc (r) 

Sep-03 

Dec03 

No 

2.350 

m 

2003 

12/12/2003 

8/1/2002 

Technology Services 
Finance 

Information Technology Services 

Real Estate Investment Trusts 

Retroactive Restatement 

Prospective 

RAO 

RJR 

Rite Aid Cap 

RJ Reynolds Tobacco Bokfiiws Inc 

Feb- 04 
Dec-03 

No 

2,776 

4.972 

2003 

7/3/2003 

5/15/2003 

Retail Trade 

Consumer Non-Durables 

Drogstore Chains 

Modified Prospective 
Prospective 

ROM 

R0NC 

RSA 

RYG 

.Rohm 8 Haas Co. 

Raison Corp 

Royal 4 Sun Ament* Insurance Group PIC 
Royal Bank 01 Canada 

Royal Group Technologies 

Oec-03 
0ecO3 
Oec-03 
Oct-03 
Sep- 03 

£ 

8.858 

10 

4.389 

29,675 

1.109 

2003 

2003 

2002 

2003 

2003 

3/17/2003 

11/14/2003 

527/2003 

12/4/2003 

2/52004 

Process Industries 

Election!: Technology 
France 

France 

Producer Manufacturing 

Chemicals. Maia Ovo rsified 

Aerospace 6 Defense 

Multi-Line Insurance 

Ma|or Banks 

BUMing Products 

Prospective 

Prospective 

Modified Prospective 
Prospective 

Prospective 

RUSM 

RML 

SKF8 

SAfC 

SKS 

Russel Meurts Hie 

Russell Cop 

S And K Famous Brands 

Safeco Corp 

Saks fee 

Dec-03 

Jarv04 

Jan-04 

No 

307 

6.196 

2,434 

2003 

2003 

2003 

2003 

2003 

2/6/2004 

521/2003 

04/13/2004 

10/25/2002 

8/202002 

Distributioo Services 
Consumer Non-Durables 
Retail Trade 

Finance 

RetaJ Trade 

Wholesale Distributors 
AppereUFootwear 

Apparel/Foctwear Retail 

MiiltMJne Insurance 

Dcpartmenl Stores 

Prospective 

Prospective 

Prospective 

Prospective 

Prospective 

SHS 

BPS 

SBC 

BUNZ 

SLB 

Saver-Dantoss Inc 

Saul Centres Inc 

SBC ComrouiicaSon 

Schlottskys Inc 

Schlumberqer Ud 

Dee-03 

Oec-03 

Dec03 

Oec-03 

Oec-03 

Yes 

726 

413 

84.096 

36.321 

2003 

2003 

2002 

2003 

8/13/2003 

8/14/2003 

128/2003 

8/13/2002 

7232003 

Producer Manutacluring 

Canmiuricaticrs 

Consumer Services 
Industrial Setvioes 

Auto Parts; OEM 

Real Estate investment Trusts 

Major Tetecortvnunfcations 

Restaurants 

Oitfleid ServKes/Equipmen! 

Prospective 

Prospective 

Retroactive Restatement 
Prospective 

Prospective 

SCT 

SMG 

SCSI 

SNBJ 

SECX 

Scottish Annuity 4 life Hddiogs Ud 

Scots Co. 

SCS Transportation Inc 

Security Bank Corp 

SEO International Holdinqs Inc 

Dec-03 

Sep03 

Dec-03 

Jun-04 

No 

No 

813 

2,167 

347 

40,051 

8 

2003 

2003 

2003 

2002 

2003 

871272003 

7252002 

4/302003 

2282003 

2/142003 

France 

Process Industries 

Tran -porta con 

Distribution Services 

Life/HeaWr insurance 

Chemicals: Agricultural 

Regional Banks 

Electronics Distributors 

Modified Prospective 

Prospective 

Prospective 

Prospective 

SVM 

SJR 

SPG 

SSO 

ServiceMaster 

Shaw Communications Inc 

Siemens AG 

Simon Property 

Simpson Manufacturing Co. Inc 

Oec-03 

Aug-03 

Sep-03 

Dec-03 

Dec-03 

No 

No 

3,501 

3.807 

68.629 

10,095 

1,243 

2003 

2002 

2003 

7/312002 

04/052004 

12/52893 

7012002 

5/92003 

Consumer Services 
Consumer Services 
Producer Manufacturing 

Producer Manufaaurfeg 

Othei Consumer Services 
Cable(Sale*te TV 

Industiial Conglomerates 

Real Estate Investment Trusts 

BuMng Products 

Prospective 

Prospective 

Prospective 

Prospective 

Prospective 

SFD 

SSCC 

SOIW 

S8NK 

SWHI 

SmilhMd Foods, Inc 

SmurtSi-Slone Ccnlalret Cap 

Sonex Research Inc 

Sonoma Valley Bancotp 

SonomaWest Holdings Inc 

Apr-04 

Dec-03 

Dec-03 

Dec-03 

Jun-04 

No 

No 

to 

to 

3.088 

4.617 

3 

51 

2002 

2003 

2003 

2003 

2002 

8222002 

8/12/2003 

5202003 

325/2003 

2002 

Consumer Non-Durables 
Process Industries 
industrial Services 

Food: MeauTishrDalry 
Ccotainera/Packagmg 

Environmental Services 

Savings Banks 

Real Estate Development 

Prospective 

Modified Prospective 
Prospective 

Prospective 
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APPENDIX A: Companies that Currently Expense or Intend to Expense Stock Options using the Fair Value Method (Continued) 
g Accounting and Taxation Research 

STEARNS 


April 28, 2004 


Pat McConnell. CPA (212) 272-4193 
Janet Pegg, CPA (212) 272-4191 
Cftrts Senyek. CPA (212) 272-2509 
Dane Mott (212) 272-4080 


SoulhJersey 


SSP SCO Capjiailglion 


ln*js&y_ 


ey Industries Inc 
SUG Southern Union Panhandle Ccrp 

SWWC Southwest Water Co. 




Doc-03 

0«c-03 

Qeo-03 


202 2002 

5318 2002 

16,840 2003 


G3S Distributors 
Gas Distributors 
Water LWties 
Savings Banks 
Major T eteccmmunicalions 


' IF ISS5F 


Consumer Non-Durables 
Mon-Energy Minerals 


Dec-03 

Feb-04 

Dec-03 


1.961 2004 


Consumer Durables 

Petal Trade 
Producer Manufacturing 
Oistritsiflon Services 


VfaeiessT 
Regions Banks 
Ufe/HeaBh insurance 
Tobacco 

Other Metats/Mteerals 


Prospective 

Prospeoive 

Prospective 


SRI 

SW* 

Dec-03 No 

342 

2003 

0371512004 

Producer Manufacturing 

Auto Parts: OEM 

Prospeclive 

SGL8F 

Stratus Glow Cocp 

Dec-03 Nc 

405 

2003 

1/22/2004 

Communications 

Spedatty T ciecwranunicatkms 

Prospective 

STU 

Student Loan Corp 

Dec-03 No 

2.876 

2003 

1*25/2003 


Fhance/Ren£rH.easing 


SMT 

Summit Properties he 

Oec-03 No 

701 

2003 

3/17/2003 

Finance 

Real Estate Investment Trusts 

Protective 

SLC 

Sun life Financial Services of Canada 

Dec-03 No 

16.100 

2002 

7/31/20(2 

Finance 

Financial Congtomerates 

Prospective 


Dec-03 
0eo-03 
JaiyQ4 Yes 


Energy Mineral* 
Non-Energy Minerals 


Precious Metals 
Real Estate Investment Trusts 
Dlscomt Stores 


Modified Prospective 
Prospective 
Prospective 
ktodilied Prospective 


TARR 

TOO 

T8WC 

7CB 

TNL 

TauZ Center*. Inc 

TB Woods Corp. 

TCP Fhandal Corp 

Dec-03 

0et>03 

Dec-03 

No 

No 

No 

279 

41 

3636 

928 

2003 

2003 

8/5/2002 

3/24/2003 

5/2/2003 

2000 

10/21/2002 

Finance 

Producer Manufacturing 
Finance 

Electronic Technobqy 

Real Estate Investment Trusts 

Red Estate Investment Trusts 
Induskial Machhery 

Regional Banks 

Electronic Components 

ProspecSve 

Prospective 

Modified Prospeclive 
Prospective (b) 

Prospective 

TISN 

TW 

TeknionCoip 

T eNum Inc (s) 

0ec-03 

Sep03 

Deoi)3 

No 

No 

No 

20.903 

m 

3.527 

2003 

2002 

2003 

2003 

7/8/2003 

6/30/2003 

0/1512003 

02/13/2004 

1572002 

Producer Manufacturing 
Conmuocatkns 

Electronic Technology 
Non-Energy Mnerats 
Process Industries 

Office Equipment 6 Supplies 

Major Telecommunications 
Telecommunications Eguipment 
Forest Products 

Containerj/Packaqing 

ProspecSve 

Retroactive Restatement 
Prospective 

ProspecSve 

Prospeclive 

THC 

HRZ 

Til 

AXLE 

The Herb: Coip (k) 

The Peoples Holding Company 

Dec 03 
0ec-03 
Dec-03 
Oec-03 
Sep-03 

Ves 

No 

No 

5.306 

m 

273 

598 

3 

2003 

2003 

2002 

2003 

2004 

3/18/2003 

3/18/2003 

11/19/2002 

03/12/2004 

02/13/2004 

Heath Services 

Finance 

Producer Manufacturing 

tndu&tnaf Services 

Rrwice/Rental/Leasing 

Regional Banks 

Electrical ProduOs 

Environmental Services 

Retroactive Restalemonl 
Modified Prospective 

Method Not Specified 
Prospeclive 

Prospective 

TOD 

TORM 

TO 

TOPTF 

TAG 

Todd Shipyards Corp 

Toronto Dominion Bank 

Trans Orient Petroleum Limited 

Mar-04 

Dec-03 

Oct-03 

Jd-03 

Dec-03 

No 

No 

No 

96 

21.545 

2 

2.417 

2003 

2003 

2003 

2002 

2003 

6/10/2003 

5/14/2003 

3/26/2003 

01/30/2004 

3/28/2003 

Producer Manufacturing 
Process Industries 

Energy Minerals 

USties 

Metal Fabrication 
industrial Specialties 

Ma|ot Banks 

Ol & Gas Production 

Electric unities 

ProspecSve 

Modified Prospeclive 
Prospective 

Prospective 

Method Not Specified 

Trh 

TRP 

RIG 

TAP.B 

TR2 

Travelers Property Casually Corp (n) 

Dee-03 

Dec-03 

Dec-03 

Dec-03 

Dee-03 

No 

4,802 

9,680 

8.766 

N/A 

2,168 

2003 

2002 

2003 

2003 

2003 

3128/2003 

03/15/2004 

3126/2003 

10/16(2002 

11/6/2003 

Finance 

Industrial Services 

Industrial Services 

Finance 

Finance 

Prcperty/Casualty Insurance 

Oillieki Services/Equipment 

Contract Drikng 

Properiy/CasuBlty Insurance 

Real Estate Investment Trusts 

Prospedrre 

Prospective 

ProspeOive 

ProspecSve 

Prospeoive 

TRMK 

TM.V 

TUP 

uct 

UIL 

Trustmark Corp 

Tutri Resources Ud 

Tupperwate International 

UIL Holdings Corp 

Dec-03 

0*6-03 

Dee-03 

Dec-03 

Dec03 

i 

n 

2003 

2003 

2003 

2003 

2003 

3/2 1 (2003 
7/31/2003 
6(6/2002 
3/28/2003 
2/28/2003 

Finance 

Ncn-Energy Minerals 
Consumer Durables 

UtMes 

Regional Banks 

Metals Mining 

Home Furnishings 

IKe/HeaBi Insurance 

Electric U«Ses 

Prospective 

Prospective 

Prospeoive 

ProspecSve 

PrcspcOw 

UMH 

UNBJ 

UPS 

UTR 

uct 

United Met He Homes. Inc 

United National Bancorp (l) 

United Parc*) Service Inc 

Unithn.inc 

Dec03 

Dec-03 

Oec-03 

Dec-03 

Occ-03 

No 

N/A 

80.902 

2.901 

2003 

2002 

2003 

5/14/12003 

3/2012003 

8/14/2002 

4/10/2003 

8/11/2003 

Transportation 

Enerqy Mhetah 

Real Estate Investment Trusts 
Regional Banks 

Air Freighl/Couriws 

Muftk/ne Insurance 

OH S Gas Production 

Prospect!*) 

RetroaOhre Restatement 
Prospeclive 

Prospeoive 

ProspecSve 

UAIR 

USB 

VLY 

VMOC 

UnumProvident Ccrp 

US Airarays Group. Inc 

US Bancorp 

Valey National Bancorp 

VantageMed Corp 

Dec-03 

0ec03 

Dec-03 

Dec-03 

Dec03 

Yes 

No 

Yes 

No 

No 

49,697 

2,551 

13 

2003 

2003 

2004 

2002 

2003 

2/6/2034 

8/14/2003 

1/20/2004 

7/17/2002 

5/15/2003 

Finance 

Transportation 

Finance 

Finance 

Healh Services 

Ute/Heallh Insurance 

Art nos 

Regional Banks 

Regional Banks 

Services lo the Health Industry 

Prospective 

Prospective 

RetroacSve Restatement 
Prospective 

Prospective 

VNDC 

VZ 

VPI 

VC 

Vendmgdata Ccrp 

Vertron Communications Inc 

ViSage Supermarket Inc 

Vintage PeWleum Inc 

Dec-03 

Dec-03 

3UF03 

Dec-03 

Dec-03 

Yes 

No 

105,112 

98 

979 

1.379 

2003 

2003 

2003 

2003 

8/18/2002 

12/5/2002 

6/6/2003 

03/12/2004 

10/18(2002 

EteOronic Technology 
Communiations 

Retail Trade 

Energy Minerals 

Producer Manufacturing 

Electronic Equipment-Instruments 

Major Telecommunications 

Food Retai 

Oi 6 Gas Production 

Auto Parts: OEM 

ProspecSve 

Prospective 

Prospeclive 

Prospective 

Prospective 

WN 

VNO 

WHI 

vltatstate he. 

Vdmado Realty Tnist 

W Holding Co. Inc 

Dec-03 

Dec-03 

0ecO3 

Dec-03 

Dec-03 

No 

No 

No 

5.398 

184 

6,212 

1,859 

2003 

2003 

2003 

03/30/2004 

03/23/2004 

8/7/2002 

3/3'/2003 

5/16/2003 

DsHwttan Services 
Transportation 

Whciesaie Distributors 

Tracking 

Real Estate Investmenl Trusts 
Savings Banks 

Property/Casualty Insurance 

Method Not Specified 
Prospective 

Modified Prospective 
Prospective 

WPL 

WRNC 

WM 

WP.Stevrart8Co.Ltd 

Wachovia 

Wal-Mart Stores Inc 

Wamaco Group, he 

Washhgton Mutual, tnc 

Dec-03 

Dec-03 

Jan-04 

Oec-03 

Dec-03 

No 

No 

917 

61.192 

252.908 

951 

34.862 

2003 

2002 

2003 

2003 

2003 

7/31/2002 

7/18/2002 

8/14/2002 

5/15/2003 

1/29/2003 

Retai Trade 

Consumer Non-Ourabies 

Investment Managers 

May* Banks 

Discount Stores 

Apparet/Foofwear 

Savings Banks 

ProspecSve 

Prospective 

Retroactive Restatement 
Prospective 

Prospeoive 
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APPENDIX A: Companies that Currently Expense or intend to Expense Stock Options using the Fair Value Method (Continued) 

B EAR Accounting and Taxation Research 

STEARNS 


April 28, 2004 


’at McComwM, CPA (212) 272-4193 
Janet Pegg. CPA (212) 272-4191 
Ctuis Seriyek. CPA (212)272-2509 
Dane Mott (212) 272-4080 


DeeOS 

Dec-03 

Dec-03 

Dee-03 


7/15/2002 Ccnsaner Services 
130/2004 Industrial Sendees 

7/24/2002 francs 

3/17/2003 France 


Putfcshing: Newspapers 


Real Estate Investment Tn 


Prospedivs 

Prospective 

Prospective 

Prospective 


W8KC 

— 

Dec-03 No 

102 

2003 

03/09/2004 

Finance 

Regional Banks 

Prosoectve 

W8K 

Westpac Banking Cap. 

Sep-03 No 

23.M9 

2002 

11/0712003 


Major Banks 

Prospective 

WFSI 


Dec-03 No 

1.344 

20C3 

6/11/2003 


Fmance/Rensapleasing 

Protective 

WHT 


Dec-03 No 

1.303 

2004 

03/15/2004 

Non-Energy Minerals 


Method Not Specified 

WIN A 



Dec-03 No 

151 

2002 

3/192003 

Retail Trade 

Specially Stores 

Prospedive 


Zenith National Insurance Cap 


2/11/2003 Finance 


Food ReW 
Mrscelaneous Commercial Services 
Property/Casuatty Insurance 
Consumer Sundries 
MuBHJne Insurance 


Source; Company reports am) press releases; FactSet Research Systems tnc.; Bear Steams estimates. 
N/A - Information not available 


Etoaroruc Technology 


Teiecomrnunicaacns Equipment 



(h) On March 28, 2003, Dole Food Corrpany, Inc, (NYSE: OOL) became a prrvale company when S was acquired by David H. Murdock, Doles Chairman and Chief Executive Officer. 

(0 EaperSa is a subsidisty of Interactive Cwp 

® Rather man grant slock options or stock appreciation rights (SARs). Exxon MoW granted 1 1.072 mifcn shares ol restricted conmon atock and restricted common stock units in November 2002. 

(k) On March 9. 2001 . Hertz became a whoky owned subsidiary of Ford when Ford reacquired tie ouBtonang 18 5% ot Hertz- stock 

(l) HSR Block stated that it Mends lo begin expensing the cost ot stock options in Its next fiscal yea. assuming teat tie Fnanaal Accounting Standards Board (FASO) clarifies its rules on tfiia issue. 

(m) On March 28 2003, Household was acquired by HSBC HoWtogs pk 

(n) On Apr! 1. 2004. St Pad Travelers compWed the merger tiat combines The St, Pad Companies |NYSE:SPC) and Travelers Property Casualty Cop (NYSE:TAP.A and TAPS). 

(q) In an 8/5/02 conference call, Procter A Gamble said it is prepared to begin expensing opbons no later kian tscal 2004. but »w ronpany stopped short d guaranteeing the change. As of 2/1/0*, the company was MS using the tnbinsic value method. 

(r ) On July 10. 2003. RFS Hotel Investors, Inc. was acquired by CHI Hospitality Properties. Inc. (CNt) 

(s) On November 13. 2003. Zbone Tedroologies. tecand TeSum. Inc. merged The comdned company is named Zhone Tedwotog.es. Inc. and «S be headquartered in Oakland. Calfomia. 

(t) On January 2, 2004, the PNC Financial Services Group. Inc, acquired United National Bancorp 

(v) Equanl and Orange are subsidiaries of France Tdecom 

(W) In ai August 20, 2002 press release. Keflwood staled that the company would begin expensing slock options m Fiscal 2003. As of December *, 2003. tw company was sill applying AP8 25. 
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Mr. Stearns. Mr. Shadegg. 

Mr. Shadegg. Thank you very much, Mr. Chairman. I apologize, 
I have very little time. I would like to ask you to keep your an- 
swers brief if you possibly could. Mr. Walker, in the other com- 
mittee that considered this legislation, a witness from CBO came 
and testified. They were supportive of the FASB rule. I asked him 
a question kind of following along Mr. White’s question, which was 
in your study did you study the economic impact on the economy; 
that is, the impact on the economy of this rule? Actually I asked 
him what factors did he look at and what did it show. He re- 
sponded that in point of fact in its study CBO had not looked at 
the impact on the economy, they had simply looked at how the 
process could be done. 

To my knowledge, GAO has not done a study of the impact on 
the economy of enacting the FASB rule, has it? 

Mr. Walker. No, we haven’t. It is my understanding CBO did 
look at the impact on competitiveness, though, and said it would 
not have an adverse impact on the competitiveness of U.S. compa- 
nies. 

Mr. Shadegg. That is not what he said. I asked him what factors 
they looked at and he said they had not. 

Mr. Walker. They are different issues. You are correct, he did 
not look at the other. 

Mr. Shadegg. Mr. Herz, would you agree with me that this is 
a gray issue; that is to say, that it is not clear and black and white 
and it is not an issue where every logical viewer of the issue would 
say yes, we should move to expensing stock options? 

Mr. Herz. I think any knowledgeable person in economics and 
accounting would agree. 

Mr. Shadegg. I am troubled by that. 

Mr. Herz. I think you can debate which method. That is a de- 
bate, a vigorous debate we have had at the Board. 

Mr. Shadegg. I think you are interested in where I am going so 
let me go there. You have pointed out that all the major accounting 
firms are now on the side of expensing and you have said you are 
on the side of expensing but just a few brief years ago in December 
1993, your name appeared on a letter by Coopers & Lybrand say- 
ing that using stock option pricing models would result in unreli- 
able information and would have an adverse impact on the com- 
parability and usefulness of financial statements. 

Your name appeared on that letter. I presume you supported 
that position then. So I guess all of the consensus that you say ev- 
erybody now, anybody knowledgeable now, would say absolutely 
should expense. So that letter was not only wrong 7 or 10 years 
ago, it was dramatically wrong? 

Mr. Herz. That is not a letter. It is a thing called a data line 
to the practice. All it did was explain people’s views. 

Mr. Shadegg. They seemed to be pretty strong views. They say 
point blank using option pricing models results in unreliable infor- 
mation and would have an adverse impact on the comparability 
and usefulness of financial statements. Those are pretty strong 
words. 
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Mr. Herz. As I said, that thing expressed people’s views, re- 
ported people’s views, my personal views. I can say that since that 
time I have studied this issue for many, many, many years. 

Mr. Shadegg. And changed your opinion? 

Mr. Herz. I don’t think I had that opinion at that time. 

Mr. Shadegg. Your name and phone number appeared on the 
letter. 

Mr. Herz. It says for more information on this subject, please 
contact one of the following three people. 

Mr. Shadegg. You put your name and phone number on a letter 
that says for more information when you disagreed with the letter? 

Mr. Herz. The letter was a report on views. It was not people’s 
views. 

Mr. Shadegg. Mr. White, let me ask you, the chairman read a 
pretty lengthy list of people who have said that they think we 
should move to expensing. I note that all of those people that he 
recited represent large, well-established companies. None of them, 
I believe, have made their fortune in startups and quite frankly I 
noticed a stark absence of anybody in the high tech field or the 
biotech field. I guess I would like to give you an opportunity to tell 
me the perspective of startups and the perspective of biotechs and 
high techs on this issue and the concern of those companies. 

Mr. White. I appreciate that. Actually what I would like to do 
is just read a list of other people who actually don’t think that ex- 
pensing is appropriate. There is a long list, but a couple you might 
consider are Commissioner Paul Atkins from the SEC. He dis- 
agrees with that. Glen Hubbard, formerly at the White House. 
Larry Lindsey, formerly at the White House, also doesn’t agree 
that expensing is appropriate. Some of you may remember the 
Honorable Tom Campbell, who was a great Member of this institu- 
tion, now the Dean of the Business School at Berkeley, he doesn’t 
agree with the comments that have been expressed. 

As I think Congressman Shadegg pointed out, there are profes- 
sors at Harvard, Princeton, Rutgers, Berkeley, Stanford and many, 
many other schools across the country who disagree with that. I 
think there has been an effort to suggest that this is a closed issue 
by people who really understand it, and I think that is absolutely 
false. There is a real, legitimate, principled debate in accounting as 
to whether this should be booked as an expense at all. 

Mr. Shadegg. My time is going to run out, Mr. Mayer, but let 
me ask you in conclusion, one of the things that troubles me with 
the concept of expensing is that there is in fact not agreement on 
a correct method of expensing, so much so that FASB itself doesn’t 
propose to dictate a method for expensing. I guess I would like you 
to explore that as a concern, and there has been reference on the 
other side to the idea that this proposal, expensing stock options, 
would have precluded the Enron scandals and other recent scan- 
dals. My memory tells me those were not the abuses. As a matter 
of fact, with regard to some of those I think they were special enti- 
ties where those companies spun off all of their losses, not showing 
those losses on their books, which would not in any way have been 
improved or given a better picture or been avoided if we had had 
this rule. 

I appreciate your comments. 



103 


Mr. Mayer. Certainly the method of estimate is one of the great 
concerns that all of us have in the implementation of this plan. The 
Black-Scholes method is one that people do understand, although 
we also understand the drawbacks of it. The lattice model is a 
model that no one understands. One thing that has not been ad- 
dressed is how these will be audited. The lattice model would re- 
quire us to make quarterly estimates of employee behavior going 
forward 7 to 10 years, of stock market volatility going forward 10 
years, and other factors that would all get rolled into this model. 
By rough calculation for our company, we would have to make sev- 
eral tens if not hundreds of thousands of calculations each quarter, 
and how those will be audited I don’t think anyone has yet ad- 
dressed. 

As far as the question of the recent corporate scandals, I am not 
a real student of those. However, it is my understanding that stock 
option accounting has not played a role in any of those. 

I have to take issue with a couple of people who have said that 
this current method prevents investors from making informed deci- 
sions. The current SEC disclosure is very clear and very fully in- 
forms in footnotes of financial statements all of the information 
that someone could want and in fact even the CBO report that has 
been referenced says that this information is already available to 
investors in the notes to firm’s financial reports. So the information 
is there. This has nothing to do with cash-flows. It is merely a dif- 
ferent type of accounting treatment from the one that has been in 
place for I think some 25 years. 

Mr. Shadegg. Thank you very much. My time has expired. I 
thank the Chair for indulging me. 

Mr. Stearns. I recognize Ranking Member Dingell. 

Mr. Dingell. Mr. Chairman, I find myself very interested in the 
thesis that this legislation would require that no longer would cor- 
porations that have chosen the method of using fair valuation of 
options be able to use those. 

Can you explain, Mr. White, or perhaps, Mr. Mayer, why we 
should ban General Motors or any of the other U.S. corporations 
who have decided they want to use this mechanism from using it? 

Mr. White. We shouldn’t. I agree. As I understand the bill, it 
doesn’t do that. 

Mr. Dingell. It does do that. Mr. Mayer? 

Mr. Mayer. I agree we should not, and it is also my under- 
standing that the bill does not do that. 

Mr. Dingell. I find myself very interested, also, in the fact that 
the bill says that there would be no — that it would be presumed 
there would be no volatility in the stock. That is a curious thing. 
Doesn’t that fly in the face of all of our experiences with the in- 
dexes? Most recently, for example, the Dow has gone from some- 
thing like 8,000 to 10,000 and it moves somewhere around 100 or 
so points a day. That seems to be at variance with fact, does it not, 
gentlemen? 

Mr. White. It flows out of the great complexity of this and the 
inaccuracy of trying to estimate the value of these things on the 
date of grant. It is a little like predicting the value of your stock 
into the future, which is a very difficult thing to do. The problem 
is with volatility a very small change in your assumptions about 
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volatility drives a huge change in the valuation, and so it makes 
it very subject to manipulation. It is the biggest area of inaccuracy 
in the whole process. 

Mr. Dingell. But to assume that there is no volatility affords 
people to do some rather innovative accounting, doesn’t it? And it 
would enable us to see people who had this particular responsi- 
bility to in fact manipulate the stocks because they could assume 
there is no volatility. For example, when the bottom fell out of AOL 
or when the bottom fell out of Tyco, they could assume there is no 
shift in the value of the stock. 

Mr. Mayer. Actually I think quite the opposite. By having zero 
volatility you stabilize the basis on which these calculations are 
done. That eliminates a huge variable and in fact the most sen- 
sitive variable to the calculation. If you allow people or require peo- 
ple to guesstimate or estimate volatility going forward, that esti- 
mate is going to be always changing and that is where games will 
be played. 

Mr. Dingell. So we have then an assumption that there will be 
no volatility in stock. That is a bad assumption, is it not? 

Mr. Mayer. I think it is a 

Mr. Dingell. It may be inconvenient that there is this volatility 
but it is still there, isn’t it? 

Mr. White. It just points out the futility of this whole exercise. 
You can’t get this number right, and so the effort to make it zero 
is to stabilize it so it is not quite as wrong as it otherwise would 
be. That is really the problem. 

Mr. Dingell. Thank you. 

Mr. Herz and Mr. Walker, would I be fair in assuming that all 
accounting was absolute and was done on absolute numbers? Or do 
we find that there are a lot of estimates that occur in the account- 
ing process? 

Mr. Walker. There are a lot of estimates that occur in the ac- 
counting process. Let me give you another one that was controver- 
sial. Health care costs, inflation. There was a huge controversy 
over accounting for post-employment health benefits because of the 
difficulty in trying to project what the estimated total cost of health 
care would be, but in the end FASB came up with a clear, con- 
sistent and transparent accounting treatment despite that fact. 

Mr. Dingell. I note here that the prohibition on using the fair 
value of stock options would affect large numbers of U.S. corpora- 
tions. This question is to Mr. Herz and Mr. Walker. It would affect 
foreign corporations listing on the U.S. market functioning under 
international accounting standards, would it not? 

Mr. Herz. Yes. I am not a lawyer but the way I read the 

Mr. Dingell. It would also affect U.S. subsidiaries of foreign cor- 
porations and foreign subsidiaries of U.S. corporations, would it 
not? 

Mr. Herz. It would affect anybody who doesn’t use the method 
prescribed by the bill. 

Mr. Dingell. So it would ban large numbers of U.S. corporations 
and foreign companies from being properly listed on the securities 
exchange, would it not? 

Mr. Herz. It would make them undo what they believe is the 
better accounting. 
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Mr. Dingell. If you can’t get your reports approved by the SEC, 
you can’t list, and all of a sudden you have got real problems under 
our securities laws. 

I have been looking here at this business of only the top five. 
This question is to Mr. White and Mr. Mayer. Why would we limit 
it to only the top five? 

Mr. White. I think there are two reasons. One of them is more 
of a policy-oriented reason. That is what a lot of people are really 
concerned about, making sure that executive compensation doesn’t 
get out of the control. I think the reason that is more related to 
this exercise is that those people are the ones who have the possi- 
bility of manipulating the stock price so that it artificially would 
go up. 

Mr. Dingell. Let’s take your assumption. Let’s just talk about 
Enron, which is always a nice subject of discussion. The top Enron 
executives. All of the above were indicted, Ken Lay, Jeff Skilling, 
Andrew Fastow, Richard Causey. These are the chairman, chief ex- 
ecutive officer, chief financial officer and chief accounting officer. 
The only one not indicted was Mr. Jeff McMahon, who was the 
treasurer. I suspect in part because he cut a deal with the U.S. At- 
torney. 

As we go on down we find Lea Fastow was also indicted, Michael 
Kopper, who was in the treasurer’s office and Ben Glisan. There 
were a goodly number of others. You would get the top five but you 
wouldn’t get the others, so you wouldn’t know who was stealing 
there and who was manipulating the value of stock options or how 
this impacted upon the value of the shares of stock of the ordinary 
citizen. 

Mr. White. And we wouldn’t know under this deal either. 

Mr. Dingell. Are you advocating that we should take that 
course of action? 

Mr. White. No. In fact, the real problem here, and I will let Mr. 
Mayer respond also, but Enron is an example of where they, as far 
as people can tell, complied with a lot of accounting standards and 
still defrauded people. No matter what we do in terms of account- 
ing, if people are going to lie and break the laws, the rules are not 
going to change that. 

Mr. Dingell. And your prohibition would make it easier? 

Mr. White. I don’t think so. 

Mr. Mayer. I disagree. The value of stock options was not an 
issue of all the many issues in the Enron situation. 

Mr. Dingell. Stock options were a major inducement because 
what was done was to keep up the value of stock to keep the value 
of the stock options up. 

Mr. Mayer. And that stock option position was fully disclosed for 
Enron like all companies who are SEC reporting companies. 

Mr. Dingell. This would require that only the top five be dis- 
closed. I have mentioned you will find five of those who are would- 
be felons here. 

Mr. Mayer. This is talking about expensing the top five, not dis- 
closing. Currently all options are disclosed in the statements, in the 
notes to the financial statements. Every single option is currently 
disclosed 
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Mr. DlNGELL. You would say then that the options either should 
not be disclosed or that the value of the options should not be dis- 
closed? Which? 

Mr. Mayer. No, I think they should absolutely be disclosed and 
should be fully disclosed, but not expensed on the income state- 
ment. 

Mr. DlNGELL. Mr. Herz, you and Mr. Walker may be able to help 
us out of this thicket. 

Mr. Herz. My recollection as I watched a lot of these hearings 
on TV was that Mr. Skilling actually testified that he used stock 
options as a way to inflate earnings. In fact, he basically accused 
you in Congress for allowing that to go on, having overridden the 
FASB, so to speak, the last time around. 

Mr. DlNGELL. How then would this five-person exemption or this 
five-person requirement impact on the way honest reporting was 
done? 

Mr. Herz. Honest reporting looks at the same transaction, 
whether it be given to the top person or the 800th person. This is 
like saying that only the top five salaries ought to be expensed, the 
top five pensions, let’s just show the five top pieces of debt to the 
company. There is no consistency or coherence to the financial 
statements once you go down that path. 

Mr. DlNGELL. I would just note here that Mr. Skilling admitted 
the benefits of this substitution in effect during his congressional 
testimony. He said as follows: “You issue stock options to reduce 
compensation expense and therefore increase your profitability.” 

What is the amount of some of the corporate salaries in some of 
these people that would be exempted? It would run to millions or 
even hundreds of millions of dollars a year, would it not? 

Mr. Stearns. The time of the gentleman has expired, but I cer- 
tainly will allow 

Mr. DlNGELL. Just that one question, Mr. Chairman. I thank you 
for the very great courtesy you have given me. 

Mr. Herz. The amount for individual CEOs can be very large, 
but I think from our point of view the issue is that not expensing 
it for the rest of the people leaves out a big element of compensa- 
tion and of cost from the financial statements. In the case of cer- 
tain major high tech companies, that can run into billions of dol- 
lars. 

Mr. DlNGELL. Mr. Chairman, I thank you for your great courtesy. 

Mr. Stearns. Thank you. The full chairman, Mr. Barton. 

Chairman Barton. Thank you, Chairman Stearns. I want to 
again thank this panel for being here. I want to focus on stock op- 
tions and FASB a little bit, but since Mr. Dingell brought up the 
issue of Enron, I think I need to say a few things about that. 

This is the committee that did the investigation, that found the 
facts that led to all the indictments of Enron, the Energy and Com- 
merce Committee Oversight and Investigations staff. Chairman 
Tauzin worked very hard to expose that. I totally supported it. But 
my recollection of Enron was that they decided, the corporate lead- 
ership, that they had a new corporate model that was not asset 
based, that they decided they could run a corporation based on try- 
ing to capitalize transactional expertise in their trading and, to the 
extent they had asset problems, they spun them off into these spe- 
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cial entities and tried to convince the capital markets that they had 
a new way of making money without having any assets to back it 
up. Their problems had nothing to do with stock option accounting 
or whether it was disclosed or expensed. It had everything to do 
with running a corporation with no assets. 

I have simplified it, but is that generally what happened? They 
tried harder and harder to hide the fact they had no assets and it 
finally caught up with them? 

Mr. Walker. Mr. Chairman, it was primarily dealing with spe- 
cial purpose entities, and that was their problem. At the same 
point in time I think it is legitimate to ask what is the proper ac- 
counting for stock options. 

If I might quickly add, one of the things that I heard Mr. Mayer 
and Mr. White say was their concern about whether this would 
have an adverse economic impact. I would raise as a related ques- 
tion, namely, since you have to disclose in your financial state- 
ments what the impact would be on a fair market valuation basis, 
anyway, a sophisticated investor would see that. Since it is a 
noncash item, I don’t understand why having consistent accounting 
treatment is going to have an adverse impact, because the fact of 
the matter is a sophisticated investor would consider that anyway. 

Mr. White. But we want accounting for unsophisticated inves- 
tors, too. At least that would be our argument. 

Chairman Barton. That is true. I agree with that. Let me ask 
some questions about stock options. 

There is nothing in the law or in SEC regulation that prevents 
a company from expensing stock options right now, isn’t that true? 
If I am the CEO or the board of directors and I want stock options 
expensed, generally accepted accounting principles don’t prevent 
that. It can be done. We don’t have to have a Federal law to ex- 
pense stock options. We can make it mandatory, but you can do it 
voluntarily if your corporate board wants you to. Isn’t that correct? 

Mr. Mayer. Absolutely, under FAS 123, and the 575 companies 
that have done that are typically the companies that either don’t 
have a lot of options or for whom the impact is not particularly 
large. 

Chairman Barton. Again correct me if I am wrong, but under 
current law there is nothing that says companies have to grant 
stock options but those that do, if they make the decision, they 
have to disclose in their annual reports the number of options that 
are granted above a certain percent, they have to disclose who they 
are granted to and they have to disclose the strike price at which 
they can be exercised, isn’t that correct? 

Mr. Mayer. That is correct, and the estimate of fair value of 
those options. 

Chairman Barton. So if I am a financial analyst and can read, 
I can read that and if I am the unsophisticated investor that Mr. 
White is referring to, I may not understand it but I can read it and 
I can call a financial analyst that for a nominal fee can explain it 
to me. Isn’t that correct? 

Mr. Mayer. That is correct. And it will be much harder to go the 
other way. 

Chairman Barton. What is the worst documented example of a 
stock option scandal that has defrauded unsophisticated investors 
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in that company? Are there examples of companies that somehow 
cooked the books on these stock options and the senior manage- 
ment exercised their options and ran off to Cancun and left these 
poor unsophisticated investors with nothing? 

Mr. Mayer. I am not aware of any. 

Chairman Barton. Is anybody aware of a real world example of 
a stock options scandal? 

Mr. Walker. We haven’t researched that. Let me just say, if peo- 
ple think that an unsophisticated investor is going to understand 
the footnotes of a financial statement, that is totally unrealistic. 

Chairman Barton. I am just trying to find out. We have a major 
bill. We have had a real debate in the last several years about ex- 
pensing stock options. Chairman Greenspan of the Federal Reserve 
has said we ought to expense stock options and I think Warren 
Buffett has said we ought to expense stock options. So the pre- 
vailing winds which used to be way back when, when I was in the 
private sector, they didn’t need to be expensed. Now the political 
wisdom is they need to be expensed. But if we are going to legis- 
late, I want to know, are there real world examples where the 
stock options not being expensed has led to real abuse and real in- 
vestors being defrauded. I am not aware of one. That is why I am 
asking the question. 

Mr. Walker. I am not aware of one. I would be happy to take 
a look at it, if we were asked to do so. I would say, however, we 
have to decide whether or not we want to be a leader or a laggard 
with regard to accounting and reporting. We are lagging the world 
in this area. 

Chairman Barton. So the rest of the world, these paragons of 
economic activity in Western Europe are expensing and they cer- 
tainly have been leaders, and the Chinese who didn’t even have 
stock markets until 10 years ago, maybe they are expensing them, 
including everything that the Communist politburo in Peking gets 
under the table that we never hear about, so now we have got to 
decide to expense. 

Mr. White. Mr. Chairman, that is a really good point. Actually 
the Chinese are not expensing. They have learned from us. In the 
5-year plan of the Communist Party of China, they encourage the 
use of stock options to give workers more access and more ability 
to own the success of the company. 

I would also say I think there is a little misunderstanding about 
what has actually happened in Europe. It is true that the Inter- 
national Accounting Standards Board has finalized their standard, 
but there is a lot of uncertainty as to whether the political process 
over there is going to allow that standard to become effective. It 
has been approved by the Commission but it has not been approved 
by the governing body of the EU, which has to approve it before 
it can take effect. 

Chairman Barton. I am going to come back to Mr. Herz because 
he is the long suffering Chairman of the Financial Accounting 
Standards Board, which is kind of a thankless job, and if there is 
a reason to expense stock options, I would stipulate that that rea- 
son is to give confidence to investors that everything that can be 
done is going to be done to try to have accountability at the senior 
management level of these corporations, that there may not be a 
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financial reason to do it but there may be an openness, trans- 
parent, confidence reason to do it. If you are going to go down that 
trail, I think Mr. Dingell’s question about why stop at the top five 
has got relevance. 

If we expense stock options, I think FASB’s rules were you are 
going to expense them for everybody and Mr. Baker’s bill was just 
the top five. You know, is there some magic demarcation line if you 
believe expensing is the way to go that we ought to do it, or do you 
really feel very strongly if you are going to expense it they should 
all be expensed? 

Mr. Herz. Well, if you believe something is expensed, then the 
financial statements are wrong and incomplete without all those 
expenses being portrayed in it. I mean, you are again saying, you 
know, why don’t we just figure out how many of the pensions, we 
go down to that level. I think that would be a very slippery slope 
for us to go down. Financial statements are supposed to be a faith- 
ful representation of the transactions and events as they affect the 
company. 

Chairman Barton. So you think for total transparency and ac- 
countability, if you are going to have expensing it should be for ev- 
erybody. 

Mr. Herz. I believe so. 

Chairman Barton. Mr. White, do you think that there can be an 
in between. 

Mr. White. Well, there actually can be an in-between, and I 
think the place where you would draw the line would be right 
about where it is, where you are preventing people who might have 
the ability to manipulate the price of the stock to feather their own 
nest and to make their options worth more. You are preventing 
that level of person from doing it. But, you know, for goodness 
sake, let us not prevent ourselves from giving these stock options 
to the administrative assistants and the engineers assistants and 
the people all the way down the line who have been so successful 
in creating innovation in these companies. That is really what we 
are trying to accomplish. 

Chairman Barton. My time has expired, and I have got one 
more question I want to ask, and Mr. Herz wants to add, I think, 
something to what Mr. White just said. 

Mr. Herz. First of all, we are not against stock options or saying 
that companies shouldn’t grant stock options or that stock options 
are better or worse than restricted stock or performance grants or 
cash bonuses or having day care centers for the employees or train- 
ing or whatever. We are just saying let us do the right accounting. 

Chairman Barton. Now, this is my final question, and it is an 
“unsophisticated investor-type” question. If I get a stock option, 
and let us make this as simple as possible. I get a stock option for 
one share of stock at a strike price of $100 2 years from the date 
the option is granted, and I can take that stock option or I can get 
a cash bonus payable next month for $100. So I can have $100 cash 
that I get next month or I can have a stock option worth $100 at 
the strike price payable in 2 years. If we decide to expense stock 
options, do I create, if we expense them, a tax liability on $100 that 
is payable this calendar year, or do I get to defer that until it actu- 
ally materializes? 
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Mr. Herz. My understanding is that the prevalent tax treatment 
for what are called nonqualified stock options, which is the major 
stock options that are issued by companies, the tax treatment is 
that the recipient will have taxable income upon exercise of that 
option. 

Chairman Barton. So I don’t have to pay — even if we expense 
it, I don’t create a tax liability in the current year that I have to 
pay. I don’t have to pay the taxes until I realize something, that 
there is actually a financial asset that I can pay part of. 

Mr. Herz. Again to you. 

Mr. Mayer. Under current tax law, the tax liability is not related 
to the incurrence of expense by the corporation. They are com- 
pletely separate. 

Chairman Barton. So if we expense stock options, there is not 
a cash-flow negative to the stock option holder; there is a contin- 
gent fund requirement of the granting corporation to set up a re- 
serve fund for that option. Is that correct? 

Mr. Mayer. That is not a reserve fund, but the taxation of the 
individual is completely separate from the taxation of the corpora- 
tion, unless Congress or the IRS chooses to change the regulations. 
But under current regulations what the corporation does does not 
affect the individual. 

Mr. Stearns. The gentleman’s time has expired. 

Mr. Davis is recognized for 8 minutes. 

Mr. Davis. Thank you, Mr. Chairman. 

I would like to ask Mr. Herz and then Mr. Walker if — and I don’t 
know how to talk like an accountant, so I will try. In ascertaining 
whether an expense or another accounting item should be included 
in generally accepted accounting principles, is there such a thing 
as an expense or item that is so sufficiently — that is so difficult to 
quantify that it should not be made a part of generally accepted ac- 
counting principles? And, if so, can you offer an example? 

Mr. Herz. There are very few examples. But in every project we 
look at that issue, of whether there is in our view a sufficient reli- 
ability, and that is a judgment that we have to make based upon 
a lot of input, data, visits to companies, looking in the case of this 
kind of thing of valuation, to valuation experts, testing out a lot of 
things experienced in other places than that. And then we match 
that up against other items. This item, well, we are still getting 
more data, but certainly it has already been in the audited foot- 
notes for 8 years. It is based upon accepted models. 

The inputs do involve some judgments, as Mr. Mayer said. But 
in fact that realm of judgment is probably less than in many other 
areas of accounting that involve considerable judgments, and in 
fact that is recognized by most users of financial statements. There 
is a required disclosure by the SEC of what is called critical ac- 
counting estimates, which a company has to lay out the areas that 
involve most estimation and subjectivity. Those areas can be eight, 
nine, 10 in a particular company. Some of them can — my belief and 
from valuation experts, are more difficult to do than this item. 

Mr. Davis. So there is such a thing as an item that is not suffi- 
ciently reliable, and therefore not something that you would try to 
assign a value to? 
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Mr. Herz. There are some things like that, but they are very few 
in number and diminishing. I am getting use of one here that in 
contract accounting, construction contracts for example, one uses 
the — you don’t use the percentage of completion method for a long 
contract, you use a completed contract method. If you think the es- 
timates are not sufficiently reliable, you go to an alternative meas- 
ure. But you don’t assume zero either. 

Mr. Davis. That is an interesting example you pick, because I ac- 
tually — well, I have sued someone for fraud for trying to state as 
a fact what is not a fact, which I guess gets me to another ques- 
tion — I will let Mr. Walker respond to this — which is, I think you 
are acknowledging that there are genuine issues as to the reli- 
ability of this value but you think the reliability meets the suffi- 
ciency threshold. But are we going to create a level of uncertainty 
in terms of how a corporation prepares its financials and uses peo- 
ple to prepare financials, such that we are going to have a lot of 
liability? 

Mr. Walker. I don’t think that we are going to create a signifi- 
cant degree of uncertainty. The fact of the matter is there are two 
issues. One issue is whether or not you should account for these 
in a consistent manner based upon a fair market value basis. And 
then, second, how you do it. 

With regard to the first, I believe the answer to that question is, 
yes, you should have consistency in order to improve integrity and 
public confidence and avoid adverse selection. 

With regard to how do you do it, reasonable people can differ. 
Namely, Black-Scholes versus the proposed method. I think that is 
a legitimate discussion and debate, if you will. But I do think this 
is one that there are generally accepted methods out there; e.g., 
Black-Scholes, that have been used for a number of years and have 
already been reported and, therefore, there is a basis to accomplish 
the objective. 

Mr. Davis. Are you or — Mr. Herz. 

Mr. Herz. I should add, first, we are continuing to do some work 
on that. Some of the large high-tech companies have said they have 
done some work, and we are going to be meeting with them and 
we would like to look at what they have done. But also the SEC 
staff has said that, you know, to the extent if there are genuine 
fears here and there is some legitimacy of those after we go 
through all that, they are prepared kind of below our principles to 
perhaps put in some safe harbors for companies on some of these 
assumptions. But that all has to still — we are not finished, so we 
are going to look at all those things. 

Mr. Davis. Have you done studies that give you the benefit of 
hindsight to go back and use either of these methodologies to judge 
what would have caused one of these types of companies to quan- 
tify as an expense for an option versus what the actual experience 
was in terms of volatility and choice as to exercise? And what did 
that tell you about the sufficiency of the reliability of your method- 
ology? 

Mr. Herz. Well, that is a good question and it gets to kind of a 
fundamental point, that when you value something you value it at 
that point in time, and that is a valuation for an option that takes 
into account thousands if not millions of potential scenarios. That 



112 


is the way it works. It is not trying to pinpoint at one particular 
scenario. Just like the stock price at one point in time is a valu- 
ation at that point in time, it is not going to predict what the stock 
price is going to be 2 years from now, 3 years from now, 4 years 
from now. So it is the valuation at that point in time, it is not a 
prediction. 

Mr. Davis. Okay. Do you or Mr. Walker — you haven’t really an- 
swered my question. Have you even attempted to go back and do 
that type of study in hindsight? And would it be useful to do so? 
I understand your point as well. 

Mr. Walker. We haven’t at GAO. I have got to believe that there 
are studies that have been done along those lines in the private 
sector. 

Mr. Davis. If you all don’t know, that is troubling. 

Mr. Herz. Well, there have been studies that show the actual 
outcome. Just like I said, it is like you enter a lottery and you pay 
$4 for a lottery ticket, and you may win the lottery or you may not 
win the lottery. The ticket was still worth $4. Now, some people 
are going to win the lottery and others are not. But those are what 
these models do, is they, based on all the outcomes, come up with 
a value at the date you are doing 

Mr. Davis. Well, but when I buy a lottery ticket it tells me what 
the prize might be. It doesn’t tell me what my chances are of win- 
ning necessarily. 

Mr. Herz. It certainly does. 

Mr. Davis. Well, people don’t — I don’t know that people really 
rely upon that. 

Mr. Herz. The chances of winning this lottery are much higher 
on average than an average lottery. 

Mr. Davis. How — to the chairman’s question, what is the level of 
urgency here? If you come to the conclusion that the type of study- 
ing I describe is a useful exercise, do you think that you have the 
luxury of spending more time doing this or do you feel compelled 
to come to a result very shortly? 

Mr. Herz. We have to balance everything. What we want to do 
is get to a good answer, a quality standard, and we are going to 
consider all the input we have got and continue the input to get 
to a good standard. I will tell you, though, that investors, analysts 
believe that this should have been done a long time ago and they 
are anxious. And serving the capital markets, we have to also con- 
sider that issue, also the issues of, you know, the implementation, 
time lines. All those are the kind of issues we work on when we 
decide what kind of timeframe we ought to do. 

Mr. Davis. Mr. Chairman, if I could ask one more quick question 
of Mr. White and Mr. Mayer. 

The bill, as I read it, contemplates the possibility that some form 
of methodology that is sufficiently reliable might be developed, But 
I think what I have heard you all testify to today is you don’t be- 
lieve that is going to occur, and perhaps a more credible description 
of the bill is to basically — that it basically stands for the position 
that this is, we are trying to know the unknowable here. 

Mr. Herz. I think that is true, and I think that actually, you 
know 
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Mr. Davis. And I am not saying that I agree with that. I just 
want to understand your position. 

Mr. White. The reason it is unknowable is — and I think Chair- 
man Herz has defined it very well. What they are shooting for is 
the abstract idea of what these things are worth on the grant date. 
They don’t really care about what turns out to be the case in the 
future. And if you look at an example like Cisco, if you run those 
numbers, you get some absolutely dramatic results. $3 billion. 

Mr. Davis. Thank you. 

Mr. Stearns. The gentleman’s time has expired. 

We have three members left and we have six votes. So I would 
just ask the members, or a suggestion, if anyone wants to submit 
their questions rather than coming back, we could go for possibly 
another 10 minutes. We could probably get 5 minutes on each on 
a side and then we could adjourn, so you folks wouldn’t have to 
come back after six votes, which, Rick, as you know, this could be 
a long time. 

So at this point Mr. Bass would be the next. And Mr. Bass, my 
suggestion is 

Mr. Bass. Mr. Chairman, I will tell you what I will do. I am 
going to take 3 minutes instead of 5, and then I am going to yield 
2 minutes to whoever is after me. All right? 

My position on this bill has not been predetermined before this 
hearing, and I am not an accountant either. But I have run a small 
business before, and I learned through the school of hard knocks 
that there is only one fact in accounting, and that is cash. And 
even accounts receivable, inventory, value of fixed assets, backlog, 
anything, those are all opinions. 

However, I think cash, bonuses, the cost of day care, and other 
things that Mr. Herz brought forth really are a fact because they 
are cash expenses. 

I believe that it is perfectly legitimate for Mr. White to present 
a different opinion or a different perspective on the issue of ac- 
counting than the two gentlemen from the General Accounting Of- 
fice and the FASB. It is a legitimate part of this debate. And I ap- 
preciate your testimony, Mr. White. I don’t find it patronizing at 
all. I also don’t understand why Enron is the subject of every single 
debate that we have had this week. And I agree with my friend, 
Mr. Barton, from Texas that the issues with Enron were quite — 
the issue of expensing of options is really superfluous to this de- 
bate. 

My question for — a quick question is, a concern that I have that 
was evidenced to me by Mr. Greenspan when we had a meeting 
sometime ago, that the accounting standards or the accounting 
practices of businesses is becoming increasingly divergent from 
what they submit to the Internal Revenue Service for tax purposes. 

Do you have any comments on that and how this issue addresses 
that? 

That is my only question, and we will cut it off in a minute. 

Mr. Walker. Well, it is interesting to note that corporations do 
get deductions on their income tax return with regard to the value 
of stock options even in circumstances where they don’t have to 
record an expense in their financial statements. And it could be 
significant 
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Mr. Mayer. Well, that is a bit of an overstatement. Not all stock 
options result in a tax deduction. In fact, only a limited variety of 
stock options do, and then only when there is a concomitant tax li- 
ability or obligation on the part of the individual who has the stock 
option. So there is a perfectly matched situation there, and the no- 
tion that corporations are getting a big tax deduction without re- 
porting the expense is completely off the mark, in my view. 

I would add, if I may, quickly, that I deal with investors and an- 
alysts every day and I have for 20 years as a CFO of a publicly 
held corporation. Not one, not one single one has ever said to me, 
you know, you can expense under FAS 123. Why don’t you do that? 
We would like it if you would do that. Not a single one has ever 
asked me to do that. I dispute the fact that this is a human cry 
from that community. 

Mr. Bass. I yield to the gentleman from California. 

Mr. Issa. Thank you, and I will be very, very brief. I guess my 
first reaction was hearing that there were 14 accounting firms, in- 
cluding the ones that did WorldCom and Enron. I, like my col- 
league, can’t understand why we are going to base it on accounting 
firms as the basis for it. Plus, to be honest, Mr. Chairman, if I were 
an accounting firm, I would not say anything adverse to the Chair- 
man of FASB. 

Mr. Herz. They do all the time. 

Mr. Issa. But I will say, and I, like my colleague, have not made 
a decision on the underlying bill, including some of the possible 
amendments. But I was concerned, Mr. Herz, when you said that 
you were concerned about disadvantaging some companies, as 
though your job was to level the playing field between companies. 
And you can respond in writing because I don’t want to take more 
time than this 2 minutes. 

Mr. Stearns. The time of Mr. Bass has expired. So if you will 
answer the question, and then we will ask Mr. Stupak. 

Mr. Issa. I will take it in writing because I know we are in a 
hurry. Thank you. 

Mr. Stearns. Thank you. 

Mr. Stupak. 

Mr. Stupak. Thank you, Mr. Chairman. 

You know, I sat through the Enron hearings. And this double 
stock options was a problem. And let me explain the way it was, 
because I think it really summarizes where we have been. 

The last 5 years before declaring bankruptcy, from 1996 to 2000, 
Enron told its stockholders and the whole world that it was rolling 
in cash, claiming a 5-year U.S. profit of $1.8 billion. During those 
same years Enron deducted $1.7 billion from stock option com- 
pensation from its tax returns as a business expense, cutting its 
taxes by $600 million and eliminating its tax liability entirely for 
4 out of 5 years. In other words, the stock option double standard 
allowed Enron to dole out this form of compensation to its execu- 
tives, including $123 million to Mr. Lay, claim a huge tax deduc- 
tion, and escape paying U.S. taxes while not showing any stock op- 
tion expense on its inflated financial statements. 

So this is exactly why this legislation can hurt us, and Enron 
had a lot to do with it and those of us who sat through it under- 
stand it. 
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So how come — and this is this discussion today. How come you 
can estimate the value of a stock option for tax purposes but you 
can’t do so for accounting purposes? Mr. Walker or Mr. Herz, if you 
want to hit that. 

Mr. Herz. Well, for tax purposes it is computed at a different 
point in time than we are proposing for accounting purposes. We 
are proposing a grant date measure, which we think is the right 
economic measure. The Tax Code says look at the spread between 
the exercise price and the strike price at the time it is exercised. 

Mr. Stupak. So really you have a double standard here, once you 
are using and then you deduct it. And then how do you justify the 
double standard then? 

Mr. Walker. Well, the accounting treatment is generally re- 
corded as of the date of grant and it is based on an estimate. Tax 
treatment is generally based on actual experience at the time the 
grant is exercised. As a result, you can have a situation where you 
don’t ever record a financial statement expense and yet you may 
still get a substantial tax deduction. 

Mr. Stupak. So this has got to be zero, or you don’t know how 
to do it because it is too complex. They already do it, because even 
Enron in these financial statements that many people looked at but 
didn’t pick up because it was in a footnote, they had to put a value 
on the options in the footnotes. So when you say it is a zero or it 
is too complex, you can’t figure out, that just doesn’t hold water. 

Mr. Herz. Unless companies calculate it or communicate it to the 
executives and to the employees at the time they do it. 

Mr. Stupak. Sure. 

Mr. Mayer. If I may, I have to disagree with that. I think it is 
dead wrong. The calculation for tax purposes is a subtraction. $10 
minus $6 leaves $4 profit. 

Mr. Stupak. But even if there is a subtraction, there is still a 
value. 

Mr. Mayer. Correct, And that is a very doable calculation that 
you can do. The calculation we are talking about here in the lattice 
model is a theoretical calculation of a number that never occurs, 
that can never be measured or audited. 

Mr. Stupak. Let me go to Mr. White, because he argued that 
there is no accurate way to estimate the value of stock options, as 
you said in your testimony. But the Chicago Board of Options Ex- 
change facilitates over 8.8 million option trades each day. Do you 
believe that professional traders engaging in millions of trades in- 
volving millions of dollars each day do so without knowing the 
value of the options or buying or selling? 

Mr. White. No, but those are totally different. They are tradable 
options. These stock options aren’t tradable. You can’t transfer 
them. It is illegal to transfer them to anybody, and they have no 
value at the time they are granted. So it is a totally different situa- 
tion. 

Mr. Stearns. We have about 4 'A minutes left to get to the floor. 

Mr. Stupak. I have got some more questions. I will put them in 
writing. 

Mr. Stearns. Let me just conclude the hearing. And I thank the 
colleagues. We will leave the record open for 5 days to allow addi- 
tional questions. And also, just to notify my colleagues, Chairman 
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Barton and Mr. Dingell and myself and Ms. Schakowsky are going 
to write to the Securities Exchange Commission in reference to Mr. 
Barton’s question, which I think is very relevant: Have stock op- 
tions caused any abuses because of misinformation for investors? I 
think that is welcomed to know. 

And I want to thank the witnesses for their patience and for a 
lively hearing. The subcommittee is adjourned. 

[Whereupon, at 3:57 p.m., the subcommittee was adjourned.] 

[Additional material submitted for the record follows:] 


Prepared Statement of Richard L. Trumka, Secretary-Treasurer, American 
Federation of Labor and Congress of Industrial Organizations 


“There are cases where you can use equity to impact your income state- 
ment. And the most — the most egregious, or the one that’s used by every 
corporation in the world is executive stock options. And as a matter of fact, 
I think FASB tried to change that, and you introduced legislation in 1994 
to keep that exemption. And essentially what you do is you issue stock op- 
tions to reduce compensation expense and therefore increase your profit- 
ability.” 


Former Enron President And CEO Jeffrey Skilling before the 
Senate Commerce, Science And Transportation Committee on February 26, 2002 

On behalf of the American F ederation of Labor and Congress of Industrial Organi- 
zations (AFL-CIO) and our affiliated unions’ 13 millions members, I appreciate the 
opportunity to comment on the proposal by the Financial Accounting Standards 
Board (FASB) to require the mandatory expensing of stock options and on H.R. 
3574, the Stock Option Accounting Reform Act. 

Stock option expensing will have an unambiguously positive impact on the eco- 
nomic security of America’s working families. Our interest in stock option expensing 
stems from the fact that our members are also investors. Union members partici- 
pate in benefit plans with over $5 trillion in assets. Pension plans sponsored by 
unions affiliated with the AFL-CIO hold almost $400 billion in assets, and union 
members also participate in the capital markets as individual investors. 

The AFL-CIO strongly supports FASB in its recent decision to close the account- 
ing loophole that has that has allowed corporations to understate the true cost of 
executive compensation. FASB’s proposal is part of a global trend towards greater 
accounting transparency. Starting in 2005, the International Accounting Standards 
Board has ruled that 7,000 companies in 90 countries must start expensing stock 
options. 

We oppose calls to postpone implementation of mandatory expensing until 2006 
because any delay will only give companies time and an incentive to award mega- 
grants to CEO’s while they can still do so without recording them as an expense. 
Companies that are truly unable to implement expensing beginning in 2005 should 
have the option of delaying implementation of the rule for one or two quarters and 
then retroactively applying the new standard. 

The FASB proposal provides a reliable cost estimate that takes into account the 
unique characteristics of employee stock options. It also provides broad flexibility for 
small businesses that are not publicly traded. Further, the FASB proposal should 
have zero compliance costs for publicly traded companies, as the current accounting 
rules already require corporations to provide investors with an estimate of their 
stock option expense in the footnotes of company earnings statements. 

This is not the first time FASB has attempted to require appropriate expensing 
of stock options. In the mid-1990’s, just as stock options were becoming a popular 
form of executive compensation, FASB attempted to require option expensing, but 
was pressured by Congress into abandoning its position. We believe that this 
thwarting of FASB’s role as an independent body was a key initiator of the chain 
of events that led to the corporate scandals of the last several years. 

This time, we hope that Congress will respect FASB’s independence and not inter- 
fere with its decision. Unfortunately, though, we are seeing yet again an assault on 
FASB’s independence. Some of those opponents of mandatory expensing are falsely 
attempting to portray FASB’s efforts as an attack on workers. They have suggested 
that expensing stock options will benefit trial lawyers, encourage offshoring, and sti- 
fle innovation. 

We should say at the outset that the AFL-CIO does not oppose broad-based stock 
options programs. We are always in favor of better wages and benefits for workers — 
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be they in the form of stock options, pensions or health insurance. We view stock 
options as one appropriate form of medium-term compensation for employees, but 
as an inappropriate substitute for the basic wages and benefits needed to support 
a family. 

What we oppose is giving one particular form of compensation — in this case, stock 
options — preferential accounting treatment over other more important employee 
benefits such as wages, pensions or health care. If the corporate opponents of stock 
option expensing truly want to help America’s working families, they should instead 
focus their efforts on encouraging the expansion of retirement plans and health care 
coverage. 

Executive Compensation and Stock Option Expensing 

Not expensing stock options has widened the pay gap between CEOs and workers. 
Executives disproportionately benefit from stock options and this cost has been kept 
off the books. Moreover, not expensing stock options has artificially boosted profit 
reports, thereby generating further increases in CEO pay. Unfortunately, the voice 
of America’s working families and their retirement savings is diffused in comparison 
to the concentrated interest of highly paid Silicon Valley executives who are oppos- 
ing stock option expensing. 

In our view, stock options have only widened the pay gap between executives and 
ordinary workers. In 1980, prior to the widespread use of stock options in executive 
compensation, CEO pay stood at approximately 42 times the average worker. Two 
decades later, CEO pay reached 531 times the average worker’s pay. The majority 
of this increase was due to stock options, which have become the biggest component 
of today’s CEO pay packages. 

In a last ditch effort to de-link the issue of stock option expensing from the politi- 
cally explosive issue of executive pay, the opponents of stock option expensing have 
backed H.R. 3574, the Stock Option Accounting Reform Act. This bill purports to 
require the expensing of stock options for the top five most highly paid executives. 
However, this so-called compromise bill is a sham. In addition to creating an ac- 
counting fiction that some stock options are a cost while others are not, this bill will 
dramatically understate the true cost of CEO stock options. 

Moreover, H.R. 3574 would prohibit companies who already expense all of their 
stock option grants from continuing to do so. By limiting expensing to the top five 
executives’ options grants, this bill will force companies that already expense all of 
their employees’ options to report less accurate earnings. According to Bear, Stearns 
& Co., 576 companies have announced their intention to voluntarily expense stock 
options, including companies representing over 40 percent of the market capitaliza- 
tion of the S&P 500 Index. H.R. 3574 will not just override FASB, but it will over- 
ride the stock markets that increasingly demand expensing as a matter of financial 
transparency. 

The bill would require companies using an option pricing model like Black-Scholes 
to assume that the underlying stock price has zero volatility. This would be account- 
ing fraud by act of Congress. This “minimum value” approach — as its name im- 
plies — results in unrealistically low cost estimates. Moreover, the minimum value 
approach can easily be manipulated to drive the reported value to zero or near 
zero. 1 This is done by raising the exercise price and multiplying the number of op- 
tions in order to maintain the real value of the grant while lowering its reported 
“minimum value.” 

The bill would allow CEOs to continue to receive stock option mega-grants with- 
out having to report the real cost to shareholders. It is no secret why Silicon Valley 
executives are leading the fight against option expensing. According to SEC filings, 
the CEOs of the ten public companies who are the corporate members of the so- 
called International Employee Stock Options Coalition hold on paper a combined 
$916 million in unexercised stock options. 2 Not one dollar of these CEO’s stock op- 
tions has ever been expensed in these companies’ earnings statements. 

Not expensing stock options has cost shareholders real money by encouraging 
their overuse for executive compensation. According to the Investor Responsibility 
Research Center, companies in the Information Technology sector have an average 
potential dilution from stock options of 25.7 percent, as compared to 17 percent for 
the S&P 1500. 3 This measure of stock option overhang is one way that shareholders 


1 Mark Rubinstein, “On the Accounting Valuation of Employee Stock Options,” Journal of De- 
rivatives, Fall 1995. 

2 Fiscal year 2003 data from company proxy statements. 

3 Stock Plan Dilution 2004: Overhang from Stock Plans at S&P Super 1,500 Companies, Inves- 
tor Responsibility Research Center. 
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gauge the potential dilution to their holdings from the equity being transferred to 
executives and other employees. 

Who Gets Stock Options ? 

In contrast to CEOs, relatively few ordinary workers receive stock options. At the 
height of the stock market boom in 1999, only 1.7 percent of private sector employ- 
ees received stock options, according to the Bureau of Labor Statistics (BLS). Stock 
options are much more prevalent among the ranks of managers and skilled profes- 
sionals; the BLS found that only 0.7 percent of private sector workers earning less 
than §35,000 received stock options, compared to 12.9 percent of workers earning 
$75,000 and above. 4 

Compared with large corporations, few small businesses grant any of their em- 
ployees stock options. BLS data shows that only 2.1 percent of companies with 100 
employees or less granted stock options, compared to 10.1 percent of companies with 
over 100 employees. We believe this data shows that stock option expensing will 
have little, if any, impact on America’s small business. 

Those who wish to portray stock options as a broad-based benefit typically focus 
on technology companies where stock options are sometimes granted to a cross-sec- 
tion of employees. For example, the American Electronics Association claims that 
publicly-traded technology companies grant stock options to 84 percent of their em- 
ployees. 5 Even in Silicon Valley, however, households with stock options are in the 
upper tax brackets, with a median income of $122, 000. 6 According to SEC filings, 
the CEOs of the ten public companies who are the corporate members of the so- 
called International Employee Stock Option Coalition (the “IESOC”) hold on paper 
a combined $916 million in unexercised stock options. The authors of the book In 
the Company of Owners estimate that “roughly 30 percent of all options are in the 
hands of top five executives” and “most of the remaining 70 percent is spread very 
narrowly among other executives and managers.” 

For the reasons discussed above, these statistics are unlikely to change. Stock op- 
tions are ill-suited either as a way to make ends meet from day-to-day or as a sub- 
stitute for a traditional defined benefit plan or a properly diversified defined con- 
tribution plan. As a result they have been and are likely to continue to be supple- 
mental medium-term compensation for high-income employees. 

Investor Concern 

We agree with FASB Chairman Robert Herz, who last year testified before the 
Senate that “financial reporting standards that bias or distort financial information 
to favor a particular transaction, industry, or special interest group undermine the 
credibility and value of that information and the proper functioning of the capital 
markets by impairing investors’ capital allocation decisions.” 7 

We believe we speak for most investors on this issue. In a report released earlier 
this year, the Congressional Budget Office concluded that “recognizing the fair value 
of employees stock options is unlikely to have a significant effect on the economy 
(because the information has already been disclosed); however, it could make fair 
value information more transparent to less-sophisticated investors.” 8 

Since 2003, a majority of shareholders at 44 companies have voted in favor of res- 
olutions to require stock option expensing. These include high-profile technology 
companies such as Intel, Apple Computer, Adobe Systems, IBM, and Texas Instru- 
ments, despite strong opposition to expensing by these companies’ boards of direc- 
tors. Other high-tech companies such as Microsoft, Amazon, and Netflix have joined 
the nearly 600 companies that voluntarily expense stock options. 

There is also near unanimity in favor of mandatory expensing among institutional 
investors and governance advocates, including the “Big Four” accounting firms, the 
Conference Board Commission on Public Trust and Private Enterprise, the Council 
of Institutional Investors, Institutional Shareholder Services, and the Teachers In- 
surance and Annuity Association — College Retirement Equities Fund. 


4 Bureau of Labor Statistics, “Pilot Survey on the Incidence of Stock Options in Private Indus- 
try in 1999,” press release October 11, 2000. 

5 “AEA Study Finds 84% of High-Tech Workers Receive Stock Options,” AEA press release, 
August 14, 2002. (This survey almost certainly suffers from selection bias, as AEA members 
with broad-based plans had more incentive to respond.) 

6 2002 Gallup Poll of Media Use and Consumer Behavior for the San Francisco market, cited 
in Mark Schwanhausser and Jeanne Cardenas, “Stock Options Slow After Dot-Com Bust,” San 
Jose Mercury News, December 13, 2002. 

7 Statement of Robert H. Herz, Chairman, Financial Accounting Standards Board, for the 
Roundtable on “Preserving Partnership Capitalism Through Stock Options for America’s Work- 
force,” United States Senate, May 8, 2003. 

8 “Accounting for Employee Stock Options,” Congressional Budget Office, April 2004. 
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Individuals such as Berkshire Hathaway CEO Warren Buffett, Securities and Ex- 
change Commission Chairman William Donaldson, Public Company Accounting 
Oversight Board Chairman William McDonough, General Accounting Office Comp- 
troller General David Walker, Federal Reserve Chairman Alan Greenspan, former 
Federal Reserve Chairman Paul Volcker, and Nobel Prize-winning economists Rob- 
ert Merton and Joseph Stiglitz are all in favor of mandatory expensing. 

Valuation Issues 

Opponents of mandatory expensing have exaggerated valuation issues related to 
stock options. They claim, for example, that options cannot be accurately valued, 
that options vary in value after they are granted, and that options turn up in earn- 
ings per share calculations. 

The fair value of stock options can be estimated using the Black-Scholes-Merton 
formula or a binomial lattice model that incorporates employees’ expected behavior. 
Though these values are estimates, so are the values used for numerous other line 
items on corporate financial statements, including depreciation, amortization, and 
inventory-related adjustments. Options do vary in value after they are granted — but 
so do a variety of payments and agreements made by companies including payments 
made in foreign currencies or long-term commodity contracts. No one would suggest 
that these should be left off the companies’ financial statements. 

Opponents of expensing contend that options are double counted if they are 
charged to earnings, because the cost of options is already reflected in dilution. This 
argument ignores the opportunity cost of granting stock options to employees. More- 
over, other forms of equity compensation that are expensed also result in dilution. 
For example, the estimated value of restricted stock grants to employees is deducted 
as a compensation cost, affecting both the EPS numerator and the denominator. To 
ignore the cost of stock options in the numerator is to assume that revenue-increas- 
ing labor services provided in exchange for stock options are provided free of charge. 

As for the claim that pricing methods overstate the value of employee stock op- 
tions because employees may exercise options early and may forfeit options if they 
leave the company, FASB has already addressed this issue. FASB would allow com- 
panies to modify cost estimates to reflect patterns of forfeiture and early exercise, 
and adjust these estimates, if necessary, based on subsequent information. 

Perverse Incentives 

Because stock options have received preferential accounting treatment, companies 
have been reluctant to innovate when it comes to executive compensation. Many 
companies, for example, have told us that they are reluctant to use performance- 
based stock options that are indexed to their competitors because indexed stock op- 
tions must be expensed under the current accounting rules. That’s bad news for 
Americans’ retirement savings, which depend on companies having responsible CEO 

pay- 

Unlike actual share ownership, stock option grants to CEOs create perverse incen- 
tives that are not in the best interests of long-term shareholders: 

• stock options can encourage executives to take excessive risk-taking by promising 

all the benefit of share price increases with none of the risk of share price de- 
clines, 

• stock options can reward short-term decision-making because many executive 

stock options can be exercised just one year after the grant date; 

• executives can profit from share price volatility (a measure of shareholder risk) 

by timing when they exercise their stock options; 

• because option holders are not entitled to dividends, dividend yields have fallen 

to historic lows, and many companies have instead used this cash for stock 
buybacks to prevent dilution from executives’ stock option exercises; and 

• stock options can create a strong incentive to manipulate company stock prices 

through creative and even fraudulent accounting. 

The Securities and Exchange Commission has been examining whether some com- 
panies — particularly in the high tech sector — have inappropriately timed their stock 
option grants to executives . 9 By granting stock options just prior to releasing mar- 
ket-moving information that boosts the stock price, companies can simultaneously 
put extra money into the pockets of executives and understate the estimated costs 
of these option grants in their SEC filings. Given all these drawbacks, we believe 
an over-reliance on stock options for executive compensation has contributed to 
many of the corporate scandals we have witnessed in recent years. 


9 Deborah Soloman, “SEC Probes Options Grants Made As Company News Boosts Stock,” Wall 
Street Journal, March 30, 2004. 
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Conclusion 

The goal of accounting is to facilitate accurate comparisons between companies — 
a goal not being met under the current system, when some companies expense op- 
tions and others do not. If stock options are not expensed, a company that pays its 
employees in stock options has lower compensation costs and therefore artificially 
higher earnings. As former Enron CEO Jeffrey Skilling explained in his Congres- 
sional testimony, “you issue stock options to reduce compensation expense and, 
therefore, increase your profitability.” 

Companies that do not expense stock options are hiding their true cost from inves- 
tors, creditors, and other consumers of financial reports. FASB’s decision to require 
stock option expensing in 2005 will strengthen investor confidence in financial state- 
ments. The efficient allocation of capital to the most economically valuable business 
activities depends on consistent accounting rules. For this reason, we believe all 
businesses should expense stock options, so that stock options do not artificially 
boost any company’s profit reports. Congress should let FASB do its job. 

We appreciate the opportunity to present our views on this important matter. 


Human Qeiwme Sciences, Inc. 

9410 Key West Avenue 

RocKvSe, MD 20850 

(301) 309-S504 (301) 309-8512 Fax 


June 29, 2004 


Director of Major Projects 

Financial Accounting Standards Board 

401 Merritt 7 

P.O.Box 5116 

Norwalk, CT 06856 

Re: Exposure Draft: Proposed Statement of Financial Accounting Standards 

Share-based Payment 
File Reference No. 1102-100 

To Whom It May Concern: 

I am writing in response to your request for comments on the Exposure Draft of the 
Proposed Statement of Financial Accounting Standards related to Share-based Payment. 

I am a member of the Small Business Advisory Committee to the FASB and recently 
participated in the first Advisory Committee meeting held at your offices on May 1 1 , 
2004. 

I could not be more opposed to the implementation of this new standard for a broad range 
of reasons. First and foremost, I believe it is bad accounting. Financial statements will 
become less transparent, less comparable, more volatile, less understandable and less 
useful to the vast majority of readers. Second, I believe that implementation of the 
standard will be extremely costly, time consuming and difficult to audit. As one who 
signs numerous certifications that our financial statements are correct, accurate, in full 
compliance with accounting standards and SEC regulations and fairly present the 
financial condition of our company, I am very concerned about a standard such as this 
which will result in very material changes to our financial statements based solely on our 
guesses and estimates of future events which may be years off. Finally, I believe that 
implementation of this standard is bad policy, and will have a detnmental effect on our 
economy and on a broad range of rank and file employees who today have an opportunity 
to accumulate wealth through participation in the value they create, and through 
alignment with the interests of investors. 
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My specific comments follow: 

First, the title of the Exposure Draft is misleading and incorrect. The granting of a stock 
option is not a share-based payment, it is not a payment at all. An SAR is a share-based 
payment, since it results in a cash payment based on the price performance of the 
underlying shares. Similarly, a phantom stock plan may result in a cash payment based 
on the performance of the underlying shares. A stock option is not a payment at all; 
rather, it is a right to participate in the creation of value of an enterprise. If no value is 
created, no payment is made by the enterprise and no value is gained by the option 
holder. If value is created, again, no payment is made by the enterprise but value is 
gained by the option holder in direct proportion to the value gained by the stockholders. 


Recognition of Compensation Cost 

Issue I: The Board has reaffirmed the conclusion in Statement 123 that employee 
services received in exchange for equity instruments give rise to recognizable 
compensation cost as the services are used in the issuing entity 's operations (refer to 
paragraphs C13-C15). Based on that conclusion, this proposed Statement requires that 
such compensation cost be recognized in the financial statements. Do you agree with the 
Board 's conclusions? If not, please provide your alternative view and the basis for it. 

No. Stock option compensation cost should not be recognized in the income statement. 
The result will be a reduction in the transparency and comparability of financial 
statements due to the difficulty and variability of estimating stock option expense. 
Expense will vary widely from company to company and will, in effect, introduce stock 
price volatility into the income statement. For many companies, particularly those with 
broad-based plans, stock option expense will overwhelm actual operating expenses, 
making prediction of operating results and cash flows difficult if not impossible. P/E 
ratios will become even more volatile as reported earnings bear less relationship to 
operating cash flows and to enterprise value. Expensing stock options will introduce into 
the income statement an item that will never, under any circumstances, become a cash 
outflow. 

The conceptual framework in CON 1 provides that “financial reporting should provide 
information that is useful to present and potential investors and creditors and other users 
in making rational investment, credit and similar decisions.” It further states that 
“...financial reporting should provide information to help investors, creditors and others 
assess the amounts, timing, and uncertainty of prospective net cash inflows to the related 
enterprise.” The argument that stock option expensing will somehow increase the 
transparency and comparability of earnings is completely backward. Because of the 
complexity and difficulty of estimating option expense, comparability among financial 
statements will be diminished, and only those with sophisticated financial analysis 
capabilities will be able to restate the financial statements to put them on a comparable 
basis (i.e. without stock option expense). Even those who possess this level of 
sophistication will not have sufficient information to make all of the necessary 
adjustments, since compensation expense will be buried in virtually every operating 
expense line item and in many of the balance sheet accounts as well (i.e. inventory). 

The conceptual framework in CON 5 provides that “revenues and gains are realizable 
when related assets received or held are readily convertible into known amounts of cash 
or claims to cash.” The general requirement of certainty in amount and time are not met 
by this proposed standard. 

The conceptual framework further provides in CON 6 that “Expenses represent actual or 
expected cash outflows that have occurred or will eventuate as a result of the entity's 
ongoing major or central operations. ” By this definition, the grant of a stock option can 
never result in an expense since the option will never result in a cash outflow from the 
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entity. In fact the option, if exercised, will result in a cash inflow to the entity as a capital 
stock transaction. The economic reality of the issuance of an option is a dilution of the 
interests of stockholders as the result of sharing a portion of the ownership of the 
company with employees. This economic effect is already recognized in dilution of EPS 
and has no bearing on the earnings of the entity, or on its ability to generate cash flows. 

Issue 2: Statement 123 permitted enterprises the option of continuing to use Opinion 
25 ’s intrinsic value method of accounting for share-based payments to employees 
provided those enterprises supplementally disclosed pro forma net income and related 
pro forma earnings per share information (if earnings per share is presented) as if the 
fair-value-based method of accounting had been used. For the reasons described in 
paragraphs C26-C30, the Board concluded that such pro forma disclosures are not an 
appropriate substitute for recognition of compensation cost in the financial statements. 
Do you agree with that conclusion? If not, why not? 

No. Current disclosure requirements provide a great deal of information regarding the 
number, kind and distribution of option grants among employees. Because of the great 
variability of estimates of option expenses based on different assumptions about stock 
price volatilities, employee behavior patterns, vesting requirements, interest rates, etc., 
the option expense calculation will not be in any way comparable from company to 
company. Thus, embedding such a number into the financial statements will only reduce 
comparability. With disclosure, the information is there for any reader to use as he or she 
sees fit. With recognition, the expense estimate will be embedded in the statements 
where readers will not have the ability to back it out. 

If current disclosure is deemed inadequate, let’s improve the disclosure, not ruin the 
income statement. Of the many people and organizations I know who are adamantly 
opposed to stock option expensing, not a single one objects to improved disclosure. This 
is because they all believe that providing investors with useful information is good for 
our companies and our capital markets. 

Measurement Attribute and Measurement Date 

Issue 3: This proposed Statement would require that public companies measure the 
compensation cost related to employee services received in exchange for equity 
instruments issued based on the grant-date fair value of those instruments. Paragraphs 
C16-C19 and G53 explain why the Board believes fair value is the relevant measurement 
attribute and grant date is the relevant measurement date. Do you agree with that view? 
If not, what alternative measurement attribute and measurement date would you suggest 
and why? 

No. Although it may be appealing on a theoretical basis to require recognition on the 
grant date at fair value, the practical realities are daunting. This method will require a 
huge amount of estimation and calculation on a quarterly basis and will be extremely 
difficult, if not impossible, to audit. Good accounting practice requires that amounts be 
reasonably certain in amount and timing before they are recorded in a company’s books. 
Option expense is neither reasonably certain in timing or amount. 

A far more practical approach would be to recognize expense at fair value on the date of 
exercise. This would eliminate all estimation and guesswork regarding the probability . 
and value of exercise and yield a clear, one time, auditable expense calculation that 
would not require an army of consultants to verify. 

Fair Value Measurement 

Issue 4(a): This proposed Statement indicates that observable market prices of identical 
or similar equity or liability instruments in active markets are the best evidence of fair 
value and. if available, should he used, to measure the fair value nf eauitv and linhilitv 
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absence of an observable market price, this proposed Statement requires that the fair 
value of equity share options awarded to employees be estimated using an appropriate 
valuation technique that takes into consideration various factors, including (at a 
minimum) the exercise price of the option, the expected term of the option, the current 
price of the underlying share, the expected volatility of the underlying share price, the 
expected dividends on the underlying share, and the risk-free interest rate (paragraph 19 
of Appendix A). Due to the absence of observable market prices, the fair value of most, if 
not all, share options issued to employees would be measured using an option-pricing 
model. Some constituents have expressed concern about the consistency and 
comparability of fair value estimates developed from such models. This proposed 
Statement elaborates on and expands the guidance in Statement 123 for developing the 
assumptions to be used in an option-pricing model (paragraphs BI3-B30). Do you 
believe that this proposed Statement provides sufficient guidance to ensure that the fair 
value measurement objective is applied with reasonable consistency? If not, what 
additional guidance is needed and why? 

No. The statement provides almost no guidance that will ensure consistency of 
application. In fact, consistency of application is virtually impossible because the nature 
of the fair value calculation is only a theoretical estimate of what a market participant 
might pay for such an instrument. Unlike virtually every other accounting measure, 
which is based on actual, measurable cash events, the fair value estimate of a stock option 
is a theoretical measure of an event which never happens. 

Although you have been advised by “valuation experts” that tools exist to make these 
theoretical estimates, these tools are extremely complex, unproven, and not commonly 
used in practice. The large number and broad range of assumptions required to arrive at a 
valuation using these models will result in vast differences of application and valuation, 
and will by definition not be comparable. The accounting firms will require extensive 
backup for each assumption in order to render an audit opinion. While the “valuation 
experts” will, of course, advise you that this can be done, it can only be done with 
extensive support from the “valuation consultants” - a conflict if ever I’ve seen one. 

The rank and file accounting staffs of the vast majority of public reporting companies are 
not equipped to implement this requirement without substantial expense and support, and 
FASB has provided little or no guidance on how to implement the requirements. The 
Exposure Draft should explicitly permit the use of the Black-Scholes model and should 
provide examples of adjustments that could be made (and are currently being made for 
footnote disclosure) to recognize the shortcomings of the model. Small companies, in 
particular, will have a very difficult time implementing and auditing a lattice model 
approach. Paragraphs B13-B30 serve only to add more questions relating to the many 
parameters which must be considered for each of the major assumptions to the lattice 
model. This only broadens the range of issues to be addressed. Proper guidance would 
narrow the range by providing answers to these questions. 

Issue 4(b) : Some constituents assert that the fair value of employee share options cannot 
be measured with sufficient reliability for recognition in the financial statements. In 
making that assertion, they note that the Black-Scholes-Merton formula and similar 
closed-form models do not produce reasonable estimates of the fair value because they 
do not adequately take into account the unique characteristics of employee share options. 
For the reasons described in paragraphs C21-C25, the Board concluded that fair value 
can be measured with an option-pricing model with sufficient reliability. Board members 
agree, however, that closed-form models may not necessarily be the best available 
technique for estimating the fair value of employee share options — they believe that a 
lattice model (as defined in paragraph El) is preferable because it offers the greater 
flexibility needed to refect the unique characteristics of employee share options and 
similar instruments. However, for the reasons noted in paragraph C24, the Board 
decided not to require the use of a lattice model at this time. Do you agree with the 
Board 's conclusion that the fair value of employee share options can be measured with 
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sufficient reliability? If not, why not? Do you agree with the Board's conclusion that a 
lattice model is preferable because it offers greater flexibility needed to reflect the unique 
characteristics of employee share options. If not, why not? 

No. While a lattice model may be an improvement over the Black-Scholes model from 
the standpoint of greater flexibility, it is subject to the same and even greater problems 
with respect to the number, complexity and uncertainty of assumptions required. Most 
small technology based companies have very limited accounting staffs, and limited cash 
resources to apply to theoretical exercises such as this. For small companies the cost of 
implementation far exceeds any benefit that would result from the calculation of a 
theoretical non-cash cost estimate. Auditors will require the use of a preferred method 
unless it can be demonstrated that use of the method is not possible. This places a 
tremendous burden on companies trying to implement a new and complex standard. 

The FASB should explicitly allow the use of the Black-Scholes model and provide 
guidance on adjustments that could be made to recognize the shortcomings of the model 
in its application to employee options. This approach would at least be able to be 
implemented by most filing companies, and would provide an audit safe harbor. 

Issue 4(c) : Some respondents to the Invitation to Comment suggested that the FASB 
prescribe a single method of estimating expected volatility or even a uniform volatility 
assumption that would be used for all companies. Other respondents to the Invitation to 
Comment disagreed with suck an approach. Additionally, some parties believe that 
historical volatility, which has been commonly used as the estimate of expected volatility 
under Statement 123 as originally issued, is often not an appropriate measure to use. 

The proposed Statement would require enterprises to make their best estimate of expected 
volatility (as well as other assumptions ) by applying the guidance provided in 
paragraphs B24-B26 to their specific facts and circumstances. In that regard, the 
proposed Statement provides guidance on information other than historical volatility that 
should be used in estimating expected volatility, and explicitly notes that defaulting to 
historical volatility as the estimate of expected volatility without taking into consideration 
other available information is not appropriate. If you believe the Board should require a 
specific method of estimating expected volatility, please explain the method you prefer. 

Estimating volatility is one of the most difficult problems in implementing any fair value 
model of stock option expense. It is also the single factor with the largest impact on the 
resulting expense estimate and is the most difficult number to audit. Different companies 
will use different methods and assumptions to estimate volatility and thus the results will 
not be comparable. Companies will have an incentive to select a method that minimizes 
volatility, and hence option expense. This is an excellent example of an area where the 
FASB has not provided nearly enough guidance. Paragraphs B24-B26 only raise 
additional questions. One of the largest components of volatility in the technology and 
biotech sectors is market volatility. This is a component over which companies have 
neither control nor any predictive ability. 

If, however the FASB mandates a particular method to estimate volatility, it will clearly 
not fit many of the companies forced to use it (e.g. the use of historical volatility 
mandated under FAS 1 23). This problem is inescapable, and is one of the strongest 
reasons that option expensing is a bad idea that will result in less comparability and less 
utility of earnings reports. 

Issue 4(d): This proposed Statement provides guidance on how- the unique 
characteristics of employee share options would be considered in estimating their grant 
date fair value. For example, to take into account the nontransferability of employee 
share options , this proposed Statement would require that fair value be estimated using 
the expected term (which is determined by adjusting the option 's contractual term for 
expected early exercise and post-vesting employment termination behaviors) rather than 
its contractual term. Moreover, the Board decided that compensation cost should be 
recognized only for those equity instruments that vest to take into account the risk of 
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recognition to the unique characteristics of employee share options? If not, what 
alternative method would more accurately reflect the impact of those factors in 
estimating the option 's fair value? Please provide the basis for your position. 

Asking companies to estimate the exercise behavior and post-vesting employment 
termination behavior of potentially hundreds or thousands of employees is not 
accounting, it is stargazing. When possibly the largest single expense category on a 
company’s financial statements is determined by such guesswork, the resulting financial 
statements will cease to be transparent, comparable or useful. 

Issue 5: In developing this proposed Statement, the Board acknowledged that there may 
be circumstances in which it is not possible to reasonably estimate the fair value of an 
equity instrument. In those cases, the Board decided to require that compensation cost 
be measured using an intrinsic value method with remeasurement through the settlement 
date (paragraphs 21 and 22 of Appendix A). Do you agree that the intrinsic value 
method with remeasurement through the settlement date is the appropriate alternative 
accounting treatment when it is not possible to reasonably estimate the fair value? 

(Refer to paragraphs C66 and C67 for the Board's reasons for selecting that method.) If 
not, what other alternative do you prefer, and why? 

No. This method effectively makes the stock market value of the company an element in 
its income statement. It may for some technology companies be one of the largest 
components of the P&L, moving up or down quarter to quarter with the whims of the 
market. A better alternative would be APB 25. 

Employee Stock Purchase Plans 

Issue 6: For the reasons described in paragraph C75, this proposed Statement 
establishes the principle that an employee stock purchase plan transaction is not 
compensatory if the employee is entitled to purchase shares on terms that are no more 
favorable than those available to all holders of the same class of the shares. Do you 
agree with that principle? If not, why not? 

Yes, I agree with the principle. However, if companies are forced to expense the 
difference between the employee purchase pnce and the fair value on the date of 
purchase, I think these plans will cease to exist. 


Attribution of Compensation Cost 

Issue 7: This proposed Statement would require that compensation cost be recognized in 
the financial statements over the requisite service period, which is the period over which 
employee services are provided in exchange for the employer 's equity instruments. Do 
you believe that the requisite service period is the appropriate basis for attribution? If 
not, what basis should be used? 

Again, on a theoretical basis recognition over the service period seems appropriate, but in 
practice it is n6t feasible. First, what is the relevant service period? Is it the year of 
grant? the vesting period? the holding period? Is it different for each employee, 
depending on how the employee views the grant? Second, recognition of what? Even 
though a theoretical fair value estimate can be calculated, there is no way of predicting at 
the grant date that any value will actually be realized. 

Issue 8: Determining the requisite service period would require analysis of the terms 
and conditions of an award, particularly when the award contains more than one service, 
performance, or market condition. Paragraphs B37-B49 provide guidance on estimating 
the requisite service period. Do you believe that guidance to be sufficient? If not, how 
should it be expanded or clarified? 
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No, the guidance is not sufficient. See answers to Issue 7 and Issues 4a-4d above. 

Issue 9: For the reasons described in paragraphs C89-C91, the Board concluded that 
this proposed Statement would require a single method of accruing compensation cost for 
awards with a graded vesting schedule. This proposed Statement considers an award 
with a graded vesting schedule to be in substance separate awards, each with a different 
fair value measurement and requisite service period, and would require that they be 
accounted for separately. That treatment results in a recognition pattern that attributes 
more compensation cost to early portions of the combined vesting period of an award 
and less compensation cost to later portions. Do you agree with that accounting 
treatment ? If not, why not? 

No. This will create a nightmare of complexity for anyone involved in administering 
broad-based plans. We currently have over 7,000 individual option grants, each with 
monthly vesting over four years. If each vesting tranche must be valued separately, I will 
have over 330,000 valuations to make each quarter, each with multiple assumptions about 
future employee behavior, interest rates, and stock market volatility! This will bring my 
accounting department to its knees. 


Modifications and Settlements 

Issue 10: This proposed Statement establishes several principles that guide the 
accounting for modifications and settlements, including cancellations of awards of equity 
instruments (paragraph 35 of Appendix A). Paragraphs C96-C1 15 explain the factors 
considered by the Board in developing those principles and the related implementation 
guidance provided in Appendix B. Do you believe those principles are appropriate? If 
you believe that additional or different principles should apply to modification and 
settlement transactions, please describe those principles and how they would change the 
guidance provided in Appendix B. 

Again, these principles are perhaps theoretically appropriate, but entirely too complex to 
implement successfully and consistently. The approach taken in APB 25 would be 
preferable. 


Income Taxes 

Issue 11: This proposed Statement changes the method of accounting for income tax 
effects established in Statement 123 as originally issued. Paragraphs 41-44 of Appendix 
A describe the proposed method of accounting for income lax effects and paragraphs 
C128-C138 describe the Board’s rationale. That method also differs from the one 
required in International Financial Reporting Standard (IFRS) 2, Share-based Payment. 
Do you agree with the method of accounting for income taxes established by this 
proposed Statement? If not, what method (including the method established in IFRS 2) 
do you prefer, and why? 

Your discussion in paragraphs C128-C138 demonstrates, again, the problem of trying to 
force-fit an expense notion onto what is fundamentally a capital transaction. The ED 
would require maintaining a deferred tax analysis at the individual employee level. 

While this may be feasible for corporations where only a few top executives receive stock 
options, it will be a crushing burden for companies with broad-based plans who will be 
required to maintain tens or even hundreds of thousands of calculations. If you revert to 
APB 25, the tax accounting becomes clear. 



127 


Disclosures 

Issue 12: Because compensation cost would be recognized for share-based 
compensation transactions, the Board concluded that it was appropriate to reconsider 
and modify the information required to be disclosed for such transactions. The Board 
also decided to frame the disclosure requirements of this proposed Statement in terms of 
disclosure objectives (paragraph 46 of Appendix A). Those objectives are supplemented 
by related implementation guidance describing the minimum disclosures required to meet 
those objectives (paragraphs B19J-B193). Do you believe that the disclosure objectives 
set forth in this proposed Statement are appropriate and complete? If not, what would 
you change and why? Do you believe that the minimum required disclosures are 
sufficient to meet those disclosure objectives? If not, what additional disclosures should 
be required? Please provide an example of any additional disclosure you would suggest. 

Any disclosures that provide meaningful information to investors are welcome. In fact, 
those of us who oppose stock option expensing would welcome additional disclosures as 
the preferred alternative. Unfortunately, a significant portion of the proposed additional 
disclosures in paragraphs B191-B193 deal with documenting the extensive and subjective 
assumptions required to develop a stock option expense estimate using the lattice model. 
Other than providing fodder for plaintiffs lawyers, I don’t see how these guesses about 
future employee behavior or future stock market volatility are at all useful to an investor 
interested in performance of the enterprise. 

I suggest that additional disclosure requirements be developed to enhance the 
understanding of the dilution impact of stock options and that all disclosures related to 
the determination of a theoretical value of stock options be limited to those currently 
provided. 


Transition 

Issue 13: This proposed Statement would require the modified prospective method of 
transition for public companies and would not permit retrospective application 
(paragraphs 20 and 21). The Board 's rationale for that decision is discussed in 
paragraphs C157-C162. Do you agree with the transition provisions of this proposed 
Statement? If not, why not? Do you believe that entities should be permitted to elect 
retrospective application upon adoption of this proposed Statement? If so, why? 

No comment on transition. 


Nonpublic Entities 

Issue 14(a): This proposed Statement would permit nonpublic entities to elect to use an 
intrinsic value method of accounting (with final measurement of compensation cost at the 
settlement date) rather than the fair-value-based method, which is preferable. Do you 
agree with the Board's conclusion to allow an intrinsic value method for nonpublic 
entities? If not, why not? 

No. If you want comparability, consistency and transparency why create different 
treatments for different classes of companies. 

Issue 14(b): Consistent with its mission, when the Board developed this proposed 
Statement it evaluated whether it would fill a significant need and whether the costs 
imposed to apply this proposed Statement, as compared to other alternatives, would be 
justified in relation to the overall benefits of the resulting information. As part of that 
evaluation, the Board carefully considered the impact of this proposed Statement on 
nonpublic entities and made several decisions to mitigate the incremental costs those 
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entities would incur in complying with its provisions. For example, the Board decided to 
permit those entities to elect to use either the fair-value-based method or the intrinsic 
value method ( with final measurement of compensation cost at settlement date) of 
accounting for share-based compensation arrangements. Additionally, the Board 
selected transition provisions that it believes will minimize costs of transition (most 
nonpublic entities would use a prospective method of transition rather than the modified 
prospective method required for public entities). Moreover, the Board decided to extend 
the effective date of this proposed Statement for nonpubiic entities to provide them 
additional time to study its requirements and plan for transition. Do you believe those 
decisions are appropriate? If not, why not? Should other modifications of this proposed 
Statement ‘s provisions be made for those entities? 

If comparability and transparency is the goal, permitting different classes of companies to 
use different methods and different transition rules does not support the goal. 

The Board has not come close to recognizing the costs of transition and compliance that 
will be incurred by all companies across the board. In my opinion, these costs far 
outweigh any benefit that might be realized by this new standard (and I actually believe 
there will be a detriment to users of financial statements). In addition to the substantial 
amount of time that will be required of accounting staffs at each company, most 
companies will have to retain valuation consultants to assist with the development and 
implementation of these new, complex models. Few accounting professionals today are 
familiar with lattice models and fewer still are competent to estimate employee behavior 
and stock price volatility over long periods into the future. 

The Board has also failed to recognize the difficulty and cost of auditing these new 
estimates. Particularly for smaller companies with broad based option plans, where the 
option expense estimate will be a very material component of earnings, auditors will be 
very reluctant to sign off on these material estimates without extensive documentation 
and analysis. 


Small Business Issuers 

Issue IS: Some argue that the cost-benefit considerations that led the Board to propose 
certain accounting alternatives for nonpublic entities should apply equally to small 
business issuers, as defined by the Securities Act of 1933 and the Securities Exchange Act 
of 1934. Do you believe that some or all of those alternatives should be extended to those 
public entities? 

No. If you want comparability, consistency, and transparency, why create different 
treatments for different classes of companies. 


Cash Flows 

Issue 1 6: For the reasons discussed in paragraphs C139-C143, the Board decided that 
this proposed, Statement would amend FA SB Statement No. 95, Statement of Cash Flows, 
to require that excess tax benefits, as defined by this proposed Statement, be reported as 
a financing cash inflow rather than as a reduction of taxes paid (paragraphs 17-19). Do 
you agree with reflecting those excess tax benefits as financing cash inflows? If not, why 
not? 

No. It makes no sense to arbitrarily divide the tax benefits into two categories and 
account for them differently. Other than making work for accountants, consultants and 
auditors, this provides no useful information and there is no rationale for treating a 
portion of the tax benefit as a financing cash flow rather than a reduction of tax 
obligation. It is, in fact, not a financing cash flow and it is, in fact, a reduction of tax 
obligation. 
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Differences between This Proposed Statement and IFRS 2 

Issue 1 7: Certain accounting treatments for share-based payment transactions with 
employees in this proposed Statement differ from those in IFRS 2, including the 
accounting for nonpublic enterprises, income tax effects, and certain modifications. 
Those differences are described more fully in Appendix C. If you prefer the accounting 
treatment accorded by IFRS 2, please identify the difference and provide the basis for 
your preference. If you prefer the accounting treatment in the proposed Statement, do 
you believe the Board nonetheless should consider adopting the accounting treatment 
prescribed in IFRS 2 in the interest of achieving convergence? 

No comment on this issue. 


Understandability of This Proposed Statement 

Issue IS: The Board’s objective is to issue financial accounting standards that can be 
read and understood by those possessing a reasonable level of accounting knowledge, a 
reasonable understanding of the business and economic activities covered by the 
accounting standard, and a willingness to study the standard with reasonable diligence. 
Do you believe that this proposed Statement, taken as a whole, achieves that objective? 

No, not even close. The proposed statement is long and complex and will require a 
substantial amount of time to digest and implement, it will require the use of complex 
mathematical models that are unfamiliar to the accounting profession and belong instead 
in the realm of applied mathematics and financial analysis. The audit firms will weigh in 
with interpretations that will add additional complexity and the costs of implementation 
and audit will be astronomical, all for a number which is already available in the notes, 
has little value, and will be backed out by every competent financial analyst to arrive at a 
conclusion on financial performance, risk and enterprise value. 

Respectfully submitted, 


SCM:jp 


Steven C. Mayer 
Executive Vice President and 
Chief Financial Officer 
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BIOTECHNOLOGY 
INDUSTR Y 
OKGANiZATlON 

June 29, 2004 


By email: director@fasb.org 

Financial Accounting Standards Board 
Director of Major Projects 
File Reference No. 1102-100 
401 Merritt 7 
P.O.Box 5116 

Norwalk, Connecticut 06856-5116 

Re: Share-Based Payment, an amendment of FASB Statements No. 123 and 95 

Dear Sirs & Madams: 

The Biotechnology Industry Organization (BIO) submits its views on the Proposed 
Statement of Financial Accounting Standards, Share-Based Payment, an amendment of 
FASB Statements No. 123 and 95 (the Exposure Draft). We appreciate the opportunity to 
offer comments on this significant matter. 

BIO represents more than 1,000 biotechnology companies, academic institutions, 
state biotechnology centers and related organizations in all 50 U.S. states. The 
biotechnology industry, like many other growth sectors of the economy, uses broad-based 
employee stock option plans as an integral part of our efforts to recruit and retain highly 
qualified physicians, scientists and other professionals. Such plans are especially 
important as the industry continues to develop and commercialize its products and needs 
to attract these highly qualified employees in increasing numbers. The comments in this 
letter primarily represent the views of the small-medium size companies that represent the 
vast majority of our membership and who will shoulder a disproportionate cost in 
implementing these new guidelines if they are required. 

For the reasons outlined below, BIO has serious concerns with the mandatory 
expensing of employee stock options outlined in the Exposure Draft. 

Part One: BIO’s Opposition to the Expensing of Employee Stock Options 

I. Mandatory expensing of employee stock options will decrease the reliability 
and comparability of financial statements 

We believe that the mandatory expensing of stock options will decrease the 
reliability and comparability of financial statements for companies in our industry. 
Predicting the volatility of biotechnology stocks is especially difficult due to it being 
event driven rather than earnings driven. 

Because our industry includes a large number of small entrepreneurial companies, 
the historical stock price volatility in the biotechnology industry is higher than that of 
more mature industries due in large part to uncertainty during the regulatory product 
approval process. For example, the average volatility assumption for a sample of 25 
public biotechnology companies was 59%, as compared to the average volatility 
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assumption of approximately 36% of 100 public companies surveyed by Emst & Young 
LLP in 2003 across a. variety of industries. 

Because of the higher stock price volatility in our industry and the more extensive 
use of broad-based employee stock compensation programs, the impact of the adoption of 
the Exposure Draft will be significant. For example, the average percentage change of 
the Statement 123 pro forma net income (loss), as compared to the net income (loss), of a 
sample of 25 public biotechnology companies was a 21% decrease in net income or 30% 
increase in net loss, as compared to an average decrease in net income of 1 1% from a 
survey of 1 00 public companies surveyed by Emst & Young LLP in 2003 across a 
variety of industries. Furthermore, the impact of the pro forma charges to an individual 
company can be even more significant. For example, the pro forma increase in the 2003 
net loss for one of our industry's largest and most successful companies was 84%. 

In addition, the high stock price volatility in our industry, when combined with other 
highly subjective assumptions, can yield an unacceptably wide range of results. While it 
may be useful to disclose a hypothetical charge in the footnotes to the financial 
statements, the inclusion of employee stock option expense in the statement of operations 
will result in less clarity, consistency and reliability of the financial statements. The 
sensitivity of the option pricing models to the significant estimates and judgments would 
permit two similar companies to have significant differences in the reported expenses. 

For example, of 25 public companies in the biotechnology industry the volatility 
assumption used in the calculation of the fair value of employee stock options ranged 
from 31% to 107%. When this wide range of volatility is applied in an option valuation 
model, the values assigned to the stock options can vary more than 100%. Because of the 
magnitude of this charge to our industry, we believe that differences in judgment may 
adversely impact comparability and reliability. 

II. Employee stock options do not represent an expense 

We do not believe that an employee stock option meets the definition of an expense 
as defined in Statement of Financial Accounting Concepts No. 6, Elements of Financial 
Statements. Specifically, we do not believe that stock options represent “outflows or 
other using up of assets or the incurrence of liabilities.” Conversely, the exercise of a 
stock option represents an increase to assets by the amount of cash paid by the employee 
to exercise the stock option. 

III. The expensing of employee stock options will distort earnings per share 

The potential dilution that may occur with respect to employee stock options is 
currently reflected in the diluted earnings per share calculation. The inclusion of a cost 
for employee stock options in the statement of operations will result in an inaccurate 
“double charge” in the financial statements. 

IV. The cost required to implement a lattice model exceeds the benefit 

We do not believe that the benefits of implementing a complex lattice option- 
pricing model exceed its costs. As outlined in Statement of Financial Accounting 
Standards No. 1, Objectives of Financial Reporting by Business Enterprises, information 
provided by financial reporting involves a cost to provide and use, and generally the 
benefits of information provided should be expected to at least equal the cost involved. 

The biotechnology industry is a growth sector and includes a large number of small 
entrepreneurial companies. Due to extremely long product development cycles, usually 
10-15 years, and extensive costs involved in conducting clinical trials and launching a 
drug, the vast majority of biotech companies (over 90%) do not yet have products on the 
market. The adoption of a complex and difficult to implement lattice model would 
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impose a disproportionate administrative burden to many of these companies while they 
are trying to conserve cash for clinical programs. For example, a survey of thirteen 
public biotechnology companies in the San Francisco Bay Area with a market 
capitalization between $145 million and $375 million identified that the average size of 
the finance staff is 4.4 full time equivalent personnel. As such, it is unlikely that any 
company of this size would have sufficient expertise to accumulate and analyze the 
required historical data, such as employee exercise patterns, in order to appropriately 
implement a lattice model. These companies thus would be required to hire external 
experts to assist in the adoption of the Exposure Draft. Based upon on our inquiry of 
external valuation experts, we estimate that implementation of the Exposure Draft would 
cost small entrepreneurial companies $100,000 to $300,000 per year in external 
consultant costs to maintain compliance. In addition, we expect companies in our 
industry to incur additional interna! compliance costs as well as increased external audit 
costs. Due the limited usefulness of this estimate to the shareholders of biotechnology 
companies, we strongly believe that the cost to prepare the disclosure far exceeds the 
benefit. 

In sum, we do not support the use of limited cash resources to calculate a 
hypothetical non-cash charge. Rather, we believe that cash resources would better serve 
shareholders of companies in our industry when applied to the development of life- 
improving biotechnology products. 

Part Two: Specific Concerns with FASB’s Proposed Amendment of Statements 
No. 123 and 95 (the Exposure Draft) 

In the event FASB moves forward with all or some of the expensing requirements 
outlined in the exposure draft, which BIO strongly opposes, we also want to raise 
additional concerns about how these rules might be implemented. 

1. The Exposure Draft does not provide adequate “safe harbor” on valuation and 

could lead to a significant increase in litigation. 

The Exposure Draft does not provide sufficient guidance to enable the finance 
departments of many of the companies in our industry to assign a valuation to employee 
stock options without undue cost. Because the potential impact of employee stock 
compensation expense will be material to many of the companies tn our industry, it does 
not appear that the Financial Accounting Standards Board would endorse the use of other 
simplified models. According to a survey of 100 companies conducted by Ernst & 
Young, of the 97 companies that provided the pro forma net income and earnings per 
share (EPS) disclosures required by the Statements, 91 companies used the Black-Scholes 
formula for estimating the fair value of the options granted during 2002. Of the remaining 
six companies, two companies used a Binomial model. Therefore, if some form of 
expensing is required, at a minimum we recommend that the Exposure Draft be revised to 
permit the use of simplified assumptions and methodologies in a wider, and more 
qbjectively defined, set of circumstances. We also recommend that the Exposure Draft 
be revised to include simplified examples of how the Black-Scholes option-pricing model 
can be adjusted to take account of the characteristics of employee stock options that are 
not consistent with the assumptions of the model. 

Absent clear direction from FASB on which valuation methodology companies 
should use, how they should be employed, and a “safe harbor” provision that protects the 
decisions on inputs that will undoubtedly vary from company to company, we are 
concerned that the current approach could result in a significant increase in litigation by 
groups claiming earnings were misrepresented. This concern is examined in detail in an 



133 


article by Kevin Hassett and Peter Wallison, entitled “A Troubling Requirement” that 
appeared in the Spring 2004 edition of the journal Regulation. 

II. Neither of the existing valuation models proposed by FASB adequately 
discounts for the unique attributes of employee stock options. 

The option pricing models contained in the Exposure Draft fail to incorporate 
factors unique to employee stock options, especially two critical factors that should be 
significantly discounted for: lack of transferability and blackout periods. 

Lack of transferability affects the valuation of employee options. There is no 
market for employee stock options until they vest. More importantly, out-of-the-money 
options vested or not would have value in the eyes of a third party willing buyer if they 
were transferable. Therefore compared to a traded option with otherwise identical terms, 
the lack of transferability restriction associated with an employee stock option 
significantly reduces the value of the option. In fact, Dr. Jonathan Mun, author of the 
Crystal Ball valuation method that the binomial method is based upon, has in a recent 
submission to FASB ( FASB comment letter on FAS 123 Exposure Draft No. 2402) stated, 
“the author’s suggestion is to allow the incorporation of marketability discounts be taken 
by firms issuing ESOs.” 

Similar to the lack of transferability, blackout periods are common for employee 
stock options and should also be discounted. In many companies there are large numbers 
of employees that are blacked out from exercising stock options for “calendar” reasons. 
For example, executives and most finance departments are blacked-out at least two weeks 
prior and two weeks following quarter-ends and until after quarterly earnings releases are 
made. 


In addition, in the biotechnology industry stock prices of individual companies are 
usually event driven and often fluctuate because of events like drug approvals, release of 
scientific data, or study delays and reporting of adverse events. During and prior to these 
events, companies are forced to black out teams of employees. These blackout periods 
restrict the number of days employees can trade their options. To accurately value 
employee stock options there must be significant discounts for these blackout periods. 

III. Investors in Biotechnology companies are predominately focused on “cash 

burn”, not non-cash charges 

We do not believe that the expensing of the hypothetical non-cash cost of employee 
stock options will be meaningful to investors. Rather, the primary focus of investors in 
our companies is on the rate of “cash bum.” Accordingly, by including the non-cash 
charge for employee stock options in earnings, it creates incentive for management to 
develop additional non-GAAP accounting disclosures. For example, the inclusion of 
non-cash stock based compensation expense in research and development on the 
statement of operations will obfuscate the true rate of cash research and development 
expenditures. We question whether this result would be consistent with the Financial 
Accounting Standards Board project on Financial Performance Reporting by Business 
Enterprises. In our opinion, this Exposure Draft will contribute to the proliferation of 
alternative and inconsistent financial performance measures and will undermining high- 
quality financial reporting, which is essential to well-informed investment decisions and 
efficient capital markets. 

We urge you to consider whether the objectives of the Exposure Draft outweigh the 
significant costs that will be placed on the small entrepreneurial companies in our 
industry. This additional burden is overwhelming when combined with other recent 
sweeping regulatory requirements, such as the Sarbanes-Oxley Act of 2002. We 
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appreciate the opportunity to offer these comments. If you have any questions regarding 
this letter, feel free to contact Steve Lawton at (202) 962-9200. 

Sincerely, 

/si 

Carl B. Feldbaum 
President 

Biotechnology Industry Organization 


Responses of Robert H. Herz 
Chairman 

Financial Accounting Standards Board 
to Questions from the Honorable Jim Davis 
Committee on Energy and Commerce 

regarding the July 8, 2004, Subcommittee on Commerce, Trade, and Consumer 
Protection Hearing entitled 
“FASB Proposals on Stock Option Expensing” 


1. During your testimony on July 8, 2004, before the Energy and Commerce 
Subcommittee on Commerce, Trade, and Consumer Protection, you stated 
that the Financial Accounting Standards Board (FASB) believes that stock 
options can be valued with sufficient reliability. However, Commissioner 
Paul Atkins of the Securities and Exchange Commission has expressed 
concerns about the reliability to measure stock options. He stated that, 
“putting a fair value on something as complicated as long term stock options 
is almost an impossible task.” Furthermore, Warren Buffett, Chairman of 
Berkshire Hathaway, who has publicly supported the expensing of stock 
options, stated in the May 4, 2003, edition of Financial Times that, “Bfack- 
Scholes is an attempt to measure the market value of options and it cranks in 
certain variables, but the most important value it cranks in is the past 
volatility of the asset involved and past volatilities aren’t the best judge of 
value.” Given the concern and debate surrounding the use of current options 
pricing models to measure the value of employee stock options, please explain 
in detail why the FASB believes that stock options can be measured with 
sufficient reliability? 

As your question indicates, in developing the Proposed Statement of Financial 
Accounting Standards, Share-Based Payment (“Proposal”), the Financial 
Accounting Standards Board (“FASB” or “Board”) concluded, after extensive 
research and analysis and public deliberations, that estimating the fair value of 
employee stock options based on currently available valuation techniques would 
generally result in sufficiently reliable compensation expense amounts that would 
improve the comparability of financial statements. In reaching that conclusion, 
the Board noted that the existing use by most companies of the intrinsic value 
method for measuring employee stock options under APB Opinion No. 25, 
Accounting for Stock Issued to Employees (“Opinion 25”), has impaired and 
would continue to impair not only the comparability, but the relevance and 
reliability of financial statements by omitting a potentially significant component 
of the total cost of employee services. That view is supported by the July 2003 
United States Securities and Exchange Commission’s Study Pursuant to Section 
108(d) of the Sarbanes-Oxley Act of 2002 on the Adoption by the United States 
Financial Reporting System of a Principles-Based Accounting System (“SEC 
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Study”). The SEC Study was critical of Opinion 25 and concluded that 
accounting standards could result in greater comparability if they were more 
“objectives-oriented” allowing accounting professionals to operationalize 
accounting treatments in a manner that best fulfills the objective of the standard 
and thereby best captures the underlying economic reality. 

The Board’s conclusion is also supported by the fact that for eight years 
thousands of public companies have been estimating the fair value of employee 
stock options, generally consistent with the approach contained in the Proposal, 
and have been reporting those amounts in their audited financial statements. 
Moreover, more than 750 companies, 120 of which represent 42 percent of the 
S&P 500 index based on market capitalization, have estimated and reported all of 
their employee stock options as an expense in their audited and certified financial 
statements generally consistent with the Proposal’s approach. 

In addition, effective January 1, 2004, many Canadian companies, including over 
500 technology companies, were required to expense all employee stock options 
based on a measurement approach generally consistent with that contained in the 
Proposal. It is our understanding that the implementation of that standard has to 
date gone very smoothly without significant concerns being raised by preparers, 
auditors, or users of those financial statements about the reliability of the reported 
amounts. Beginning in 2005, International Financial Reporting Standards will 
require thousands of other foreign companies in over 90 countries around the 
world to do the same. 

Many, if not most, valuation experts and many other parties that have studied the 
issue, including Federal Reserve Chairman Alan Greenspan, the Congressional 
Budget Office, and the CFA Institute (a global professional association whose 
membership includes 57,000 financial analysts) agree that employee stock options 
can be reliably valued under the Proposal’s approach. It is widely acknowledged 
that far more complicated financial instruments, including long-dated and 
complex derivatives, and convertible bonds containing long-dated options, are 
valued in the marketplace daily and routinely reported by companies in their 
audited and certified financial reports. 

Most accounting estimates that are currently reported in audited and certified 
financial reports are not mechanical calculations but require that companies use 
appropriate measurement techniques, relevant data, and management judgment in 
making those estimates. It is widely acknowledged that the uncertainties inherent 
in estimates of the fair value of employee stock options are generally no more 
significant than the uncertainties inherent in measurements of, for example, loan 
loss reserves, valuation allowances for deferred tax assets, asset impairment 
calculations, and pensions and other postretirement benefit obligations. 

Moreover, the implementation guidance contained in the Proposal is far more 
extensive than the guidance provided in the accounting literature for the 
measurement of those other items. Few accrual-based accounting measurements 
can claim absolute reliability, but most parties, including Warren Buffett, agree 
that financial statement recognition of estimated amounts, including the fair value 
of employee stock options, that are approximately right, is preferable to the 
alternative — recognizing no amounts. 

Finally, the Proposal’s Notice for Recipients includes six issues requesting 
additional input on the measurement approach contained in the Proposal, 
including whether the Proposal provides sufficient guidance to ensure that the fair 
value measurement is applied with reasonable consistency. Measurement issues 
raised by the Proposal were also discussed at the Board’s public roundtables on 
June 24, 2004, in Palo Alto, California, and June 29, 2004, in Norwalk, 
Connecticut. The many comment letters and other input received in response to 
the Proposal, including suggestions for potential revisions to the Proposal, will be 
carefully considered by the Board at public meetings prior to the issuance of any 
final standard to improve the accounting for equity-based compensation. 
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2. Given the impact that expensing stock options might have on the high 
technology industry, why has the FASB not conducted research on the 
options pricing methods using volatile high technology companies to test the 
reliability of the models? 

The FASB conducted extensive research and analysis and public deliberations 
relating to option pricing methods in developing the Proposal, including soliciting 
and receiving input from “volatile high technology companies.” Examples of 
some of the types of research, analysis, and input the FASB considered in 
developing the Proposal’ s measurement guidance include: 

• Results of discussions with a variety of parties including the Financial 
Accounting Standards Advisory Council, the FASB’s User Advisory 
Council, and many other groups representing preparers of financial 
reports, and auditors, and investors, and other users of financial 
information. 

• Results of discussions with many valuation experts and compensation 
consultants, including those on the FASB’s Options Valuation Group. 

• Results of “field visits” with a number of public and private companies 
covering a range of industries, including high technology companies. 

• Data relating to the information about employee stock option 
compensation contained in the disclosures of the audited and certified 
financial reports of companies. 

• Input from the many public companies that have voluntarily elected to 
include the expense relating to employee stock options in determining 
their reported net income. 

• Information and views in the many comment letters received in response 
to the FASB’s November 2002 Invitation to Comment, Accounting for 
Stock-Based Compensation: A Comparison of FASB Statement No. 123, 
Accounting for Stock-Based Compensation, and Its Related 
Interpretations, and IASB Proposed IFRS, Share-based Payment. 

• Work done on this subject, including field tests, by the FASB in the 
development ofFASB Statement No. 123, Accounting for Stock-Based 
Compensation (“Statement 1 23”). 

• Work done on this subject by other accounting standard setters, including, 
as indicated in response to Question 1 , the International Accounting 
Standards Board and the Canadian Accounting Standards Board. 

As indicated in response to Question 1, the FASB has solicited and received a 
substantial amount of input on the measurement guidance contained in the 
Proposal, including input from many “volatile high technology companies.” The 
FASB will continue to solicit input on, and research and analyze, the 
measurement issues and other related issues raised by the Proposal throughout the 
completion of the project. The input received, including suggestions for potential 
revisions to the Proposal, will be carefully considered by the Board at public 
meetings prior to the issuance of any final standard to improve the accounting for 
equity-based compensation. 

3. If the FASB does conduct research on the impact of expensing stock options 
on high technology companies, how do they plan on conducting such tests? 

As indicated in response to Question 2, the FASB conducted extensive research 
and analysis and public deliberations in developing the Proposal, including “field 
visits” with public and private companies covering a range of industries, including 
several high technology companies. Those field visits included inquiries focusing 
on the costs of implementing the Board’s tentative measurement guidance. The 
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Board concluded that the field visits provided them with a sufficient 
understanding of the potential costs and benefits and implementation issues raised 
by the tentative measurement guidance necessary to support the issuance of the 
Proposal for public comment. 

The FASB did not conduct “field tests” in developing the Proposal. The Board 
generally uses the term field tests to describe a formal application of a proposed 
approach or proposed Statement by various companies to their particular 
enterprise. The participating companies are generally provided with a description 
of the proposed approach (if a proposed Statement has not been issued) and are 
asked to apply that approach either to current transactions or retroactively to one 
or more prior years. 

The FASB has generally conducted field tests in those circumstances in which the 
Board was developing an entirely new principle or guidance. For example, as 
indicated in response to Question 2, the Board conducted field tests in the 
development of Statement 123. 

As indicated above in response to Questions 1 and 2, the FASB will continue to 
solicit input on, and research and analyze, the issues raised by the Proposal 
throughout the completion of the project. The input received, including 
suggestions for potential revisions to the Proposal, will be carefully considered by 
the Board at public meetings prior to the issuance of any final standard to improve 
the accounting for equity-based compensation. 
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ONE HUNDRED EIGHTH CONGRESS 

®.fe. Souse of fepresentatte 

Committee on Cnergp anb Commerce 

®®asi}tngton, 1©€ 20515-6115 

JOE BARTON, TEXAS 
CHAIRMAN 


August 4, 2004 


BUD At BRIGHT, STAFF DIRECTOR 

Mr. Robert H. Herz 
Chairman 

Financial Accounting Standards Board 
401 Merritt 7, P.O. Box 5116 
Norwalk, Connecticut 06856 

Dear Mr. Herz: 



On July 8, 2004, the Subcommittee on Commerce, Trade, and Consumer Protection held 
a hearing entitled “FASB Proposals on Stock Option Expensing.” I am writing to you to ask that 
you follow up on an important question that arose in those proceedings. 

The method for establishing a fair value for the stock options to be expensed has emerged 
as the central issue of the debate surrounding the Board’s exposure draft. At the hearing, you 
were asked whether FASB had done or was aware of any studies of actual expensing using either 
of the proposed methodologies (see attached unofficial transcript pages 98-100). I believe that 
there have been a number of published studies, academic and otherwise, on those companies that 
have voluntarily adopted fair value accounting for employee stock options. Please provide a list 
of those studies for the record, and, if available, copies also for our review. Please also provide a 
clearer explanation of the grant date approach. Do studies about the value of the underlying 
stock at the date an option is exercised have any relevance to the estimation of the grant date fair 
value of an option? Please explain. 

Because we wish to include your answer in the printed record of this hearing, please 
respond no later than Wednesday, August 1 8, 2004. If you have any questions about this request, 
please have your staff contact Consuela Washington, Senior Minority Counsel, at 202-225-3641. 



Attachment 

cc: The Honorable Joe Barton, Chairman 

Committee on Energy and Commerce 

The Honorable Cliff Steams, Chairman 

Subcommittee on Commerce, Trade, and Consumer Protection 

The Honorable Jan Schakowksy, Ranking Member 
Subcommittee on Commerce, Trade, and Consumer Protection 

The Honorable Jim Davis, Member 

Subcommittee on Commerce, Trade, and Consumer Protection 
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Financial Accounting Standards Board 

401 Merritt 7, P.O. Box 5116, Norwalk, Connecticut 06856-5116 i 203-847-0700 

Ext. 267 
Fax: 203-847-6030 
e-mail: rhher 2 @fasb. 0 rg 

ROBERT H.HERZ 
Chairman 



VIA HAND DELIVERY 


August 1 8, 2004 

The Honorable John D. Dingell 
Ranking Member 

Committee on Energy and Commerce 
United States House of Representatives 
Washington, DC 20515-6115 

Dear Representative Dingell: 

Thank you for your letter of August 4, 2004, following up on my testimony at the July 8, 
2004, Subcommittee on Commerce, Trade, and Consumer Protection hearing entitled “FASB 
Proposals on Stock Option Expensing.” 

Your letter includes several requests for additional information to be included in the printed 
record of the hearing. 

List of Studies 


First, your letter requests that 1 provide a list of studies “on those companies that have 
voluntarily adopted fair value accounting for employee stock options.” The following is a 
list of studies and other materials that have been brought to my attention relating to the topic: 

• Bear Steams. “House Votes to Block FASB Stock Options Proposal, but DOA 
in Senate; Voluntary Expensers Increase to 753.” Equity Research: 
Accounting/Taxation, July 20, 2004. A detailed listing of companies voluntarily 
expensing stock options under the fair value method. 

• Christian, Cal. “Expensing Stock Options: What Will Be the Effect on 
Financial Institutions?” Bank Accounting & Finance, Volume 16, Issue 6, 
October 2003 . A review of first quarter 2003 1 0-Q earnings and stock option 
expense for members of Financial Services Forum, a group representing 21 of 
the nation’s largest financial companies that made a joint statement supporting 
the voluntary expensing of all employee stock options in August 2002. 
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• Deshmukh, Sanjay, Keith M. Howe, and Carl Luft. “Stock Options Expensing 
and Corporate Governance.” Strategic Finance, July 1, 2004. Article describing 
study of 122 firms that made expensing announcements between July and 
December 2002. Results “suggest the expensing of employee stock options is 
more likely to occur in firms that are more transparent and with more closely 
aligned interests between managers and investors” and “imply that expensing of 
stock options is more likely to occur in firms that practice good governance.” 

• Garg, Ashish, and William T. Wilson. “Expensing Stock Options: What Do the 
Markets Say?” The Journal of Employee Ownership Law and Finance, Volume 
15, No. 4, Winter 2003. Also in Ernst & Young’s Cross Currents, Fall 2003. A 
study examining investor reactions to 54 companies' announcements to 
voluntarily expense all employee stock options made between July 8, 2002 and 
January 16, 2003. Results showed no significant impact on share price and a 
somewhat higher than normal shareholder return for companies with larger 
expenses. 

• Grund, Michael, and Richard N. Ericson. “Options Expensing Announcement 
Has No Impact on Share Price.” Towers Perrin, March 31, 2004. Available at 
www.towersDerrin.com/hrservices/elobal/default.htm Event study that includes 
335 companies that announced voluntary expensing between April 2, 2001, and 
August 14, 2003. After tracking share prices on the announcement date and 150 
days before and after. Towers Perrin found share performance the same, on 
average, as the share performance of the 900 companies comprising S&P’s 500 
and mid-cap 400 indexes. 

• Robinson, Dahlia, and Diane Burton. “Discretion in Financial Reporting: The 
Voluntary Adoption of Fair Value Accounting for Employee Stock Options.” 
Accounting Horizons, Volume 18, No. 2, June 2004. Authors’ investigation of 
102 firms announcing voluntary expensing of all employee stock options 
between July 2002 and September 12, 2002 suggests: (1) the decision to 
expense using the fair value method is value relevant; (2) adopters stand to 
benefit the most by improving the market's perception of their accounting 
reports; and (3) the impact of employee stock option expense is economically 
significant for 43 percent of the adopters. 

As requested, I have attached a copy of each of the above referenced materials for your 
review. 
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Grant Date Approach 

Second, your letter requests a “clearer explanation of the grant date approach,” and whether 
any “studies about the value of the underlying stock at the date an option is exercised have 
any relevance to the estimation of the grant date fair value of an option,” 

Under the grant date approach, the expense of employee stock options is measured at fair 
value when the options are granted by the employer to the employee. The fair value estimate 
of the compensation cost is based on the employer’s stock (and other pertinent factors) that 
exists at the grant date. The expense amount is recognized over the time (the contractual 
vesting period) during which the employee renders services to the firm in exchange for the 
compensation that the options represent. 1 

The transaction essentially comprises two separate events: (1) the granting of an employee 
stock option, which conveys a specific amount of compensation to be earned by the 
employee over the vesting period, and (2) subsequent gains and losses from changes in the 
option’s fair value. The initial grant date fair value of the option is a compensation cost to 
the employer and reported in the employer’s income statement with other operating 
expenses. In contrast, any subsequent gains and losses in the fair value of the option 
represent a transfer of wealth between the employer’s existing shareholders and the 
employees who were recipients of the options. 

As Federal Reserve Chairman Alan Greenspan has explained: 

To assess the cash equivalent of the option, only the 
market value of the option at the time of the grant matters. 

Subsequent changes in the value of the option are not 
relevant to the exchange of labor services for value 
received, just as future changes in the purchasing power of 
cash received for services rendered do not affect the firm’s 
compensation costs. 2 


1 The approach contained in the FASB Proposed Statement of Financial Accounting Standards, Share-Based 
Payment (March 3 1 , 2004), paragraph 1 0, is often described as a “modified grant date approach,” because, 
under the Proposed Statement, compensation cost would generally be based only on the grant date fair value of 
the awards that the company expects to vest. The expense would be recognized over the vesting period and 
reduced for any actual forfeiture of options that may occur during that period. Thus, under the Proposed 
Statement’s modified grant date approach, the total amount of compensation expense recognized for employee 
stock options granted would exclude the costs associated with those options that do not vest. 

2 Remarks by Chairman Aian Greenspan, “Stock Options and Related Matters," at the 2002 Financial Markets 
Conference of the Federal Reserve Bank of Atlanta, Sea Island, Georgia (via satellite) (May 3, 2002), pages 3 
and 4. 
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Similarly, in its recent examination of the accounting for employee stock options, the 
Congressional Budget Office concluded: 

• If firms do not recognize as an expense the fair 
value of employee stock options, measured when 
the options are granted, the firms’ reported net 
income will be overstated. 

• Changes in the value of employee stock options 
after they have been granted as well as the 
exercising of those options are irrelevant to a firm’s 
income statement because they affect shareholders 
directly, not the firm itself. Specifically, they 
transfer wealth from existing shareholders to 
holders of employee stock options. 3 

Thus, as indicated in my testimony, any studies about the fair value of the underlying stock at 
the date an employee exercises a stock option may have relevance in estimating the amount 
of wealth transferred between the employer’s shareholders and employees, but have no 
relevance in estimating the grant date fair value of employee stock options. 

It should be noted that the grant date approach described in the Proposed Statement of 
Financial Accounting Standards, Share-Based Payment, is generally consistent with the 
approach long used for reporting other forms of compensation costs and for the reporting of 
other forms of equity-based transactions. The approach is also currently being used by the 
more than 750 companies that file with the United States Securities and Exchange 
Commission and are voluntarily expensing all employee stock options, and the thousands of 
Canadian companies that were required to expense all employee stock options beginning 
January 1, 2004. 

Finally, the grant date approach has also been recently adopted by the International 
Accounting Standards Board in IFRS 2, Share-based Payment. IFRS 2 will require 
expensing of all share-based payments, including employee stock options, by companies in 
over 90 countries around the world beginning January 1, 2005. 


1 The Congressional Budget Office, “Accounting for Employee Stock Options," Section 2 (April 2004), pages 1 
and 2. 
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If you have any additional questions or comments, please feel free to contact me directly or 
our Washington, DC representative, JeffMahoney (703-243-9085). 

Yours truly, 

14 . 

Attachments 
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The Honorable William H. Donaldson 
Chairman 

Securities and Exchange Commission 
450 Fifth Street, N.W. 

Washington, D.C. 20549 


Dear Chairman Donaldson: 


On July 8, 2004, the Subcommittee on Commerce, Trade, and Consumer Protection held 
a hearing entitled “FASB Proposals on Stock Option Expensing.” We are writing to you to 
request your agency’s response to an important question that arose in those proceedings. 

Mr. Jeffrey Skilling, former Enron President and CEO, testified before the Senate 
Committee on Commerce, Science, and Transportation on February 26, 2002: “There are cases 
where you can use equity to impact your income statement. And the most egregious, or the one 
that’s used by every corporation in the world is executive stock options. And as a matter of fact, 
I think FASB tried to change that, and you introduced legislation in 1994 to keep that exemption. 
And essentially what you do is you issue stock options to reduce compensation expense and 
therefore increase your profitability.” 

There have been press reports about various alleged stock options abuses. See, e.g., 
“SEC Probes Options Grants Made As Company News Boosts Stock,” Wall Street Journal , 
Tuesday, March 30, 2004. However, when the witnesses at the above-referenced hearing were 
asked for examples of stock options abuses or scandals, none of the witnesses was able to 
produce an example (see attached transcript pages 89, 90, and 111). 

Accordingly, we request your response to the following questions. Are there examples of 
stock option scandals that have defrauded investors? What examples of abuses or scandals 
attributed to the current accounting treatment of employee stock options are you aware of? What 
risks do investors bear under the current accounting standard for stock options? How would the 
FASB’s proposed accounting standard changes address these problems? 

Because we wish to include your answers in the printed record of this hearing, please 
respond no later than Monday, August 16, 2004. If you have any questions about this request, 
please have your staff contact David Cavicke, Chief Counsel (202-225-2927) or Consueia 
Washington, Senior Minority Counsel (202-225-3641) of the Committee on Energy and 
Commerce. 
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TME CHAIRMAN 


UNITED STATES 

SECURITIES AND EXCHANGE COMMISSION 
WASHINGTON. D.C. 2050 

September 23, 2004 


The Honorable Joe Barton 
Chairman 

Committee on Energy and Commerce 
U.S. House of Representatives 
2125 Rayburn House Office Building 
Washington, DC 205J5 

Dear Chairman Barton: 

Thank you for your August 9 th letter regarding the proposed changes in the 
accounting for employee stock options. Your letter indicates that witnesses at a July 8, 
2004 hearing held by the Subcommittee on Commerce, Trade, and Consumer Protection 
were unable to respond to a request for examples of stock options abuses or scandals that 
have defrauded investors. You have asked me whether the Commission is aware of such 
abuses or scandals. You also have asked me what risks investors bear under the current 
accounting standard and how the changes proposed by the Financial Accounting 
Standards Board would address those risks. 

Employee stock options can be a valuable tool for the recruitment, retention, and 
motivation of talented employees and are often especially important to small and recently 
created corporations. Nonetheless, as noted in your letter, witnesses at congressional 
hearings, members of the press, and others have indicated that, when the distribution of 
stock options to members of senior management becomes abusive, there can be adverse 
consequences for investors. 

Although wc arc aware of a few studies, there is relatively little empirical research 
in this area. One instance of such abusive practices might have occurred at WorldCom. 

Tn the Corporate Monitor’s report to the court, former SEC Chairman Richard Breeden 
noted, “The executive compensation practices of the old WorldCom made a mockery of 
shareholder interests and eroded the legitimacy of tire Company’s governance 
practices, . .. The enormous compensation paid to these individuals [Messrs. Ebbed; and 
Sullivan] was in pan a reflection of massive distribution of stock options, along with 
aggressive use of cash .... The aggressive personal enrichment attitudes reflected in the 
Company’s compensation practices with regard to Ebbers and Sullivan were so corrosive 
of responsible behavior that they may have implicitly created a climate conducive to the 
fraud ihat occurred.” 

It is important to understand, however, that the primary purpose for the FASB’s 
reexamination of the accounting for employee stock options is not to alter corporate 
compensation practices. Jt is to reduce the risk that the results of those practices may not 
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be reflected consistently and dearly in companies’ financial results. Shareholders, 
lenders and other participants in our capital markets depend on the integrity of financial 
statements every day. The cumulative cost to those groups when investment decisions 
are based on financial information that may not reflect a significant cost of doing 
business is a very real harm. 

The Commission’s overriding interests ate to ensure that the FASB uses an open 
and impartial process to develop a standard and that the final standard is within a range of 
reasonable alternatives that serves and protects investors. I have described the basis for 
our position in the enclosed letters to Congressmen Kanjorski, Dingell and Wolf and 
Senator Frist, which I hope you will find informative. 

T appreciate your interest in this issue and would be happy to discuss it with you if 
you have any questions or would like additional information. 

Sincerely, 

William H. Donaldson 

Chairman 


Enclosures 


Substantially similar letters to: 

The Honorable John D. Dingell, Ranking Member 

The Honorable Cliff Stearns, Chairman, Subcommittee on Commerce, Trade, and 
Consumer Protection 

The Honorable Janice D. Schakowsky, Ranking Member, Subcommittee on Commerce, 
Trade, and Consumer Protection 
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